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TWO YEARS OF WAR AND REAL ESTATE _ 


HE United States is now engaged in its third year of active participa- 
tion in the war We have now had sufficient experience under war condi- 


tions to be able to forecast with greater confidence the probable develop- 
ments during the remainder of the war period. 


The January 1944 Analyst will be devoted entirely to detailed forecasts 
of the various factors affecting real estate This is in accordance with our 
regular custom for January. 


At this point, however, it might be well to review the figures for gener- 
al real estate activity since we entered the war. In spite of rent control 
and in spite of the down payment requirement and other limitations on the sale 
of residential property, real estate sales in November were 27.9% above the 
long-term computed normal. In December 1941 they were 18.1% above normal and 


when the war started in Europe in 1939, they were 10.4% below the long-term 
computed normal. 


The rise in sales during the course of the war is the more significant 
when contrasted with the real estate sales experience during the First World 
War period. In August 1914 when the First World War started in Europe, our 
index of sales of real estate in the United States was 20.1% below normal. 
When we entered the war in April 1917 our index had declined further to 22.0% 
below normal. In October of 1918 right before the Armistice the index had de- 
clined to 38.3% below normal. How can we account for the rising trend during 
this war in spite of rent control with the declining trend during the First 
World War when relatively few controls were in force? 


Tne answer is apparently the fact that this war occurred when the basic 
long-term real estate cycle was in a different position than tt was when the 
First World War occurred. The First World War followed a big real estate boom 
in the early 1900's. War or no war, a reaction in real estate would have, been 
expected after the excesses of the boom. On the other hand, the present World 
War started after real estate had been in the doldrums for a great many years 
and when, war or no war, recovery would have been expected. 


This difference in the position of the cycle in both wars has been point- 
ed out repeatedly from the time of the beginning of the war in Europe and we 
have emphasized again and again in our forecasts that a different trend was to 
be expected in this war than the one which occurred in the First World War. 


Clearly, the actual trends as they have developed have proven these fore- 
casts to be true. 
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FARM VALUES PER ACRE IN THE UNITED STATES 


ARM real estate values continued their upward movement during the four 

months ending November 1, 1943, with an increase for the country as a 

whole of about 3% during this period. During the last twelve months, val- 
ues have risen approximately 13%, which is the highest rate of increase on 
record, outside of the boom year immediately following the First World War, 
1919 to 1920. Values on November 1 were 44% above the 1933 depression low but 
still 38% under the boom peak of 1920. 


The charts to the left show these fluctuations in the values of farms per 
acre from 1933 through 1943 for the United States as a whole and for each of 
the various regions. Since 1941 farm values have been rising at a rather rap- 


id rate as a result of the increased demands both at home and abroad for farm 
products. 


The change in farm values per acre has been quite different in the va- 
rious sections of the country. The nine regional charts each contrast’ the 
regional figures with the national average printed in red. 


The East South Central district, comprising the States of Kentucky, 
nessee, Alabama and Mississippi, has had the most pronounced rise since 1933 
and has reached the highest percentage above the 1912-14 average. The sec- 
ond best showing was made in the South Atlantic area, comprised by the States 
of Delaware, Maryland, Virginia, West Virginia, North Carolina, South Caro- 
lina, Georgia and Florida. 


Ten- 


The Great Plains area, generally thought of as comprising some of the 
best farming grounds in the United States, has made the poorest showing of 
any of the regions. This district, known officially as the West North Cen- 
tral district, comprises the States of Minnesota, Iowa, Missouri, North Da- 
kota, South Dakota, Nebraska and Kansas. Not only was practically no pro- 
gress shown prior to 1941 in this area, but present values are more than 20% 


below the 1912-14 average. 


The values of farms fluctuate more or less in unison with the fluctua- 
tions in the prices of agricultural products. In other words, the value of 
agricultural land is determined almost entirely by the net profit which can be 
made by using it for -the 
most profitable crops to 
which it is adapted. In a 
period when the prices of an 
agricultural products are ” \ 
rising faster than the WE fT Oy <n 
costs of production, farm [ ¥ ~ statks , 
lands increase rapidly in . 
price. It seems probable a 
at the present time that | : negate 
this condition will contin- 7 : TATE 
ue until one or two years ™ ome 
after the war is over. The ~ 
peak of farm land prices 
before occurred in 1919 and 
1920 after the close of the . 
First World War. — 
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APARTMENT BONDS RISING RAPIDLY 


HE index on Apartment Bond Prices, given in table form and charted below, | 
attempts to measure prices since 1931. It was found impossible to carry 
the index back further as in most cases, prior to 1931, the market for |} 7] : 
real estate bonds was artificially supported by the underwriting house re- |} | 
|gardless of the condition of the individual property. The declines in all is- 
|} sues came at the time when the underwriters stopped supporting the market. 





The 25 issues selected for this index cover properties in 14 cities. | 
| These particular issues were selected because they are sufficiently active to 
' secure regular quotations. Issues with complicated reorganization plans have 
_been avoided. 


Apartment bonds have increased by 20% on the average during 1943. 


INDEX OF APARTMENT BOND PRICES 






































































































































1931 | 1932 | 1933 | 1934 | 1935 | 1936 | 1937 | 1938 | 1939 | 1940 | 1941 | lowe | 1943 
| 1) 72.0 | 28.0 | 19.8 | 23.1 | 31.7 | 41.4 | 47.8 | 40.2 | 40.2 | 40.6 | 39.8 | 41.5 | 42.5 
2] 69.1 | 26.3 | 18.6 | 24.0 | 32.7 | 42.6 | 47.8 | 40.2 | 40.2 | 41.0 | 39.8 | 41.5 | 43.1 
| 3| 66.3 | 26.8 | 18.0 | 26.1 | 33.7 | 43.0 | 47.8] 39.4 | 40.2 | 41.0 | 40.0 | 41.5 | 43.6 
| 4) 63.6 | 24.7 | 17.6 | 26.9 | 35.0 | 43.4 | 47.8 | 39.4] 40.2 | 41.0 | 40.8 | 41.5 | 44.9 
| 5|59.2 | 22.2] 18.0 | 28.2 | 36.8 | 43.8 | 47.8 | 39.4] 40.2 | 39.4 | 40.8 | 41.5 | 46.2 
| 6154.4 | 20.0 | 19.6 | 29.0 | 38.7 | 43.8 | 46.9 | 39.4] 41.0 | 37.6 | 41.2 | 41.5 | 46.2 
| 7|/50.1 | 20.0 | 20.0 | 29.0 | 39.5 | 44.2 | 46.9 | 39.4] 41.0 | 38.2 | 41.2 | 41.5] 47.4 
| 8145.6 | 20.6 | 20.2 | 29.0 | 40.6 | 44.6 | 46.4 | 39.4] 41.0 | 39.8 | 41.4 | 41.5 | 48.4 
| 9) 41.5 | 22.0 | 20.8} 29.0 | 41.0 | 45.5 | 44.5 | 39.4] 41.4 | 39.8 | 41.4] 42.5] 48.4 s 4 
}10) 36.5 | 22.0 | 20.8 | 29.3 | 41.0 | 46.4 | 43.2] 40.2 | 41.0 | 39.8 | 41.4 | 41.7 | 50.4 
}11) 32.1 | 21.7 | 21.6 | 29.9 | 41.0 | 46.4 | 40.6 | 40.6} 41.0 | 39.8 | 41.8 | 42.5 | 50.9 
|12) 29.2 | 20.8 | 22.0 | 31.4 | 41.4 | 47.3 | 40.6] 40.2 | 41.0 | 39.8 | 40.5 | 42.5] 50.9 
| 80 “ 
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FARM BOOM GAINING MOMENTUM 


HE boom in farm land is gaining momentum. Voluntary sales of farms for 
‘| year ending March 15, 1943, have reached a new peak exceeding any of 

the years since 1920. 44.4 farms out of each thousand farms in the United 
States were sold on a voluntary basis during the twelve months. This is a 6% 
increase above the comparable period ending in 1942, a 30% increase above the 
comparable period ending in 1941 and a 60% increase above the average for the 
years 1935 to 1939. 


While the great majority of farm sales are being made in most States to 
farmers who intend to operate the land themselves, the percentage of sales 
made to city purchasers buying primarily as a speculation or as a hedge a- 
gainst inflation, is increasing rapidly. The Department of Agriculture has 
expressed great concern and Secretary Wickard has advocated a special farm 
land boom profits tax which has been introduced in Congress by Senator 
Gillette of Iowa. Profits from land acquired after November 1, 1943, and sold 
within two years would be taxed 90%; the longer the land were held, the lower 
the tax would be. The bill would apply to all farm lands bought up to three 
years after the end of the war. 


Tax sales of farms declined to a new low in 1943 accounting for only 2.2 
farms per thousand of all farms. This compares with 15.3, the peak during the 
depression. Mortgage foreclosures, bankruptcy, etc., accounted for 4.4, also 
by far the lowest percentage in recent years comparing with 38.8 in 1933. 
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NEW PEAK IN WAR EXPENDITURES tae Roe 


URING November war expenditures totaled $7,541,399,000. This was the 

largest monthly total to date, exceeding the June figure by a slight mar- 

gin. Of this amount, $4,172,847,000 was for the Army, $2,133,728,000 was 
for the Navy, and $1,234,824,000 for other war activities. Our total war ex- 
penditures from July 1, 1940, to November 30, 1943, totaled $139,218,476,000. 
Figures of this size are incomprehensi- 
ble. In order to give some idea of their 
magnitude we used the map of the United 
States below. 







































The National Industrial Conference 
Board estimated the total wealth of all 
States in the Union as of 1937. The a- 
mounts expressed in billions are shown on 
the map. The shaded States aggregate a 
total approximately equivalent to the war 
expenditures from July 1, 1940, through 
November 30, 1943. By total wealth in 
1937 was meant the value of all real and 
personal property of all sorts. 
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This illustration is not used in 
criticism of the war effort but in order 
to indicate the difficulty of trying to 
control inflation in view of expenditures 
of this size. 
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HE number of new family accommodations built in all nonfarm communities of 
is shown in the table below. 
Cumulative totals and twelve month moving totals for 1942 (blue) and 1943 


| the 48 states 


| (red) are given. 
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The preliminary figure for real estate activity in 

REAL ESTATE ACTIVITY November shows it 27.9% above the long-term com- 

puted normal. This compares with the final figure 

for October of 26.1% and for September of 24.4%. One year ago real estate ac- 

tivity was 6.8% above normal. In December 1941 when we entered the war, sales 

were 18.1% above normal and when the war started in Europe in 1939, sales were 
10.4% below the long-term normal. 


The rise in sales during the course of the war is the more significant 
when contrasted with the real estate sales experience during the First World 
War period. In August 1914 when the First World War started in Europe, our in- 
dex of sales of real estate in the United States was 20.1% below normal. When 
we entered the war in April 1917, our index had declined further to 22.0% be- 
low normal. In October of 1918, right before the Armistice, the index had de- 


@ clined to 38.3% below normal. 


We have constantly pointed out in our reports that this war started when 
the real estate cycle would normally be swinging up while the First World War 
started when the real estate cycle was normally swinging down. It is certain- 
ly significant that real estate activity has increased during this war in 
spite of rigid controls, while it decreased during the First World War, al- 
though practically no controls were exercised at that time. 


Real estate mortgage activity has shown practi- 

REAL ESTATE MORTGAGES cally no change during the past three months. In 

November it was 31.2% below the long-term computed 

normal. This is considerably higher than November of a year ago when the fig- 

ure was 40.7% below normal. No great increase in mortgage activity can be ex- 
pected in the next few months due to the limitations on building. 


During November new building proceeded at a rate 
RESIDENTIAL BUILDING equivalent to 17.4 new buildings per thousand fam- 
ilies per year. This does not include farm units 

but takes in all nonfarm areas in the United States. 


Practically the only building which has gone forward during the past six 
months has been defense housing. A year ago we were building at a rate of 
24.2 new family accommodations per year per thousand families and two years 


e | ago we were building at a rate of 35.5. 


There will be less building during 1944 than there has been during 1943 
as most of the war migrations are now over and materials are not plentiful e- 
nough to allow a great deal of conversion back to civilian needs. 
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The cost of building the standard six-room frame 
BUILDING COSTS residence in St. Louis in December was $7581. 


This is no change over the November figure. It 
compares with $7444 in December 1942. 


It now seems quite clear that business activity 


BUSINESS ACTIVITY passed its peak in February of 1943 and it is 
quite doubtful whether this peak will be surpassed 
in the near future. It seems that we are over the hump in the production 


problems connected with the war, without any possibility of large-scale re- 
conversions. 


From now on business activity will be quite spotty, proceeding at capaci- 
ty levels in some communities while other communities may have for short peri- 
ods considerable unemployment with resulting vacancies in residential build- 
ings. 


The foreclosure rate during October, the last 


FORECLOSURES month for which these figures are available, hit a 
new low of 5.7 foreclosures’ per hundred thousand 
families in all nonfarm areas of the United States. Our figures on the fore- 


closure rate have been figured back to January 1870 and in this entire period 
foreclosures have never before reached so low a level. 


This extremely interesting record is due to many things, among which 
would be the large income payments due to war activity, rising real estate 
values which cause individuals to make every possible effort to retain title 
to properties of doubtful value and to the fact that the high foreclosure 
rates of the thirties have gotten properties inmost parts of the United 
States into strong hands. (Certain cities in the East still have foreclosures 
at a relatively high level but the foreclosure rates in these cities are more 


than balanced out by the almost non-existing foreclosures in most other com- 
munities. ) 


There is no change in our index of residential 

RESIDENTIAL RENTS rents and there probably will be very little 

change during 1944. Rent control, at least from 

the standpoint of the tenant, is effective and is one of the few government 
controls which has actually operated in freezing a price level. 


The preliminary figure for wholesale prices for 

WHOLESALE PRICES December shows no change over the November figure. 

This figure of 102.9 compares with 101.0 of Decem- 

ber 1942 and 93.6 of December 1941. Retail prices have risen by a larger per- 

centage and were it possible to estimate accurately the deterioration in qual- 

ity, it could be shown that the actual price increase has been greater than 
indicated by the index. 


The stock market as shown on the chart on the in- 

STOCK MARKET side of this report has shown some advance since 

the dip, but it is quite difficult to even guess 

at the present time what the movement will be during the next few months. 
Many of the market analysts are at sharp variance in their predictions. 
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VALUE TO THE OWNER 


In Bulletin 6 the depreciating effect of inacces- 

COST AND VALUE sibility was briefly discussed. The illustration 

attempted to show that the MAXIMUM VALUE of a new, 

modern and well constructed property did not represent its VALUE because of 

poor accessibility. The fact that the cost of building a new property even 

with good accessibility does not necessarily represent its VALUE is often en- 

countered by the appraiser, although such a conclusion is generally questioned 

by the accountant, architect, contractor and owner and sometimes by mortgagees 
and appraisers who confuse cost and use. 


All of those persons interested in building the capacity of real proper- 

ties naturally feel that the money spent on construction represents the VALUE 

of the property, although none of them is qualified to measure the extent to 

* which such capacity can be used. The owner's influence in deciding the type, 

size and quality of the property to be constructed often curtails the ability 

and talent of the architect. In the residential field, the speculative build- 

er often assumes the function of the architect and does not enhance the archi- 
tectural excellence of the houses he builds. 


It is our belief that architectural excellence is attained when a proper- 
ty is constructed to provide the maximum capacity for its most efficient use 
at the minimum construction cost compatible with such use combining that beau- 
ty of form which gratifies esthetic nature. Utility should be the keystone of 
architectural excellence and today it is becoming more recognized by archi- 
tects that simplicity and beauty of form result from efficient use, 


The appraiser usually lacks the talent, knowledge and experience to qual- 
ify as an architect, especially ou the esthetic side of design. He must know 
construction details, quality and costs and keep informed on the use and cost 
of nev materials and equipment. He should have some knowledge of architectur- 
al types; however, his principal field is the economic significance of proper- 
ties, not only in the construction market but in the rental market which meas- 
ures the desirability of properties from the standpoint of the user and in the 
market of exchange which measures the desirability of the property from the 
standpoint of the purchaser. The appraiser's conclusion of VALUE may be below 
the cost of constructing a property, although the property is new, modern and 
a ¥ well constructed with good accessibility. 


When such a condition exists, it is evident that there is a portion of 
construction cost which is an excess and cannot be used profitably and does 
not represent VALUE. This distinction between cost and VALUE is one of the 
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{mportant functions of the appraiser and, when found, excess construction cost 
must be considered as much of a depreciating influence as deterioration, ob- 
solescence or inaccessibility. A few examples of excess construction costs 
and their causes are briefly discussed. 


Most of the larger cities in this country take 

DIMINISHING RETURNS great pride in their skylines. The skyline of 

Manhattan with its towers, spires and skyscrapers 

once seen is never forgotten. It is one of the most impressive demonstrations 

of American engineering and construction skill. However, there is every indi- 

cation that the tower type of building of excessive height is not economically 

sound as an investment because of diminishing returns and, therefore, a part 

of the cost of construction must be considered excess construction, From an 

economic standpoint, the height of diminishing returns is reached when the 
addition of another story will not increase the net income from the property. 


From a survey made by this company of more than seventy-five office 
buildings located in several cities throughout the country, it was indicated 
that the desirability of office space from the standpoint of the tenant did 
not increase at an increasing or uniform rate from the lower to the upper 
floors. In fact, it was indicated that desirability increased at a diminish- 


ing rate until a height was reached when the tenant found no appreciable in- 
crease in desirability. 


From the standpoint of the owner, excessive height requires greater 
strength, increased construction costs and the sacrifice of rentable area for 
service space while the cost of operations and servicing the property is 
greatly increased as height is increased. None of these increases is con- 
sidered by the tenant in renting space, who weighs only the desirability of 


space in comparison with all other competing space in the same and other 
buildings. 


The law of diminishing returns is forgotten by those owners and archi- 
tects who built monumental types of properties. It is evident that all con- 
struction beyond the point of diminishing returns is a surplusage or excess 
construction upon which a return cannot be expected. It is a dead investment 
and should be treated as depreciation the moment such properties are com- 
pleted. Monuments and memorials mark dead investments and should be confined 
to public buildings, churches, parks and cemeteries. 


The proper height of office buildings from an economic standpoint is not 
the same under all economic conditions. A greater height would appear justi- 
fied in extremely active periods than in normal or inactive periods. The fact 
that the vast majority of office buildings are built in active periods pro- 


duces more serious results and causes greater depreciation from excess con- 
struction. 


It is self-evident that the VALUE of such properties is below the cost of 
construction at the time they were built. One of the pitfalls of the apprais- 
er is to assume a lower capitalization rate in order to compensate for excess 
construction which cannot produce a return. Generally, the accountant erro- 
neously carries the full construction cost on his books as an asset represent- 
ing the book value of the property. With this and other types of properties 


where excess construction exixts, the temptation is always present to assume 
cost instead of use as the determinant of VALUE. 
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In our opinion, the day of the tower skyscraper-type of office building 
is over, when investment possibilities are the sole consideration. When os- 
tentation, show or the display of wealth and success is the underlying reason, 


owners may continue to build these structural giants with relatively weak sis- 
ter investment possibilities. 


With those properties where the law of diminishing 

NON-USE CONSTRUCTION returns causes decreased utility, all of the rent- 
able space is usable, but the income from use of 

the property as a whole does not justify the cost necessary to construct it. 
There are many properties which contain costly items of construction which 
cannot be used or which do not enhance the desirability of the usable space. 


Excesses in size, strength, quality, ornamentation for purely architectural 
effect may prove to be unusable construction. 


The question for the appraiser to determine is whether such excesses en- 
hance the desirability of the property so that their inclusion would be re- 
flected in the rentability or salability of the property. 


In many instances we have found costly items of construction which either 
the architect includes in his design to gratify his own idea of esthetic ef- 
fect or which the owner builds for display or to satisfy his own individual 
whim and taste. The individual nature and non-use aspect in many cases are 
easily discernible but the extent of their non-use is sometimes difficult to 
measure. Non-use construction is found in new properties of all types and is 
not necessarily excess construction resulting from the styles and types of a 
former period which are now out of date and considered obsolescence. 


Recently we had occasion to analyze an office building, built twelve 
years ago, located ina mid-western city. The top six floors of the tower 
portion of the building were not designed for use but for purely architectural 
effect. It was very costly construction with expensive trim and decorative 
sculpturing. As shown on the plans and as an added feature of the skyline, 
this monumental effort of the owner and contractor was pleasing and attractive 
but could not be appreciated from the street. After an investigation, it was 
found that its construction added no desirability to the office space in the 
building but was a distinct liability to the property. It lowered the VALUE 
of the property below the level which would have been estimated if the excess 
had not been constructed, because net income was lowered to the extent of the 


insurance, taxes and maintenance and repair expenses necessitated by this ex- 
cess construction. 


In fact, all non-use construction which does not increase the rentability 
of the usable space becomes a liability. The loss in MAXIMUM VALUE (deprecia- 
tion) will be greater than the cost of reproducing the excess construction by 
an amount representing the present worth of the additional expenses incurred 
by the excess, The inclusion of non-use construction in real properties is 
one of the most important factors with which the appraiser is faced because 
not only is the cost of construction a waste but a penalty in addition is as- 
sessed by its’ inclusion. 


Often banks are offenders in building excess strength and quality of con- 
struction in order to impress people with the financial soundness of their in- 
stitution by massiveness and grandeur of their banking premises, The preten- 
tious and palatial banking quarters, built of rare and expensive materials 
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with luxurious appointments and furnishings, do not enhance the security of 
deposits but are showmanship, which may mean quite the contrary. The appraiser 
sometimes finds in such buildings excessive construction quality, the cost of 
which would be so discounted by the renter or purchaser that much of it was 
lost (depreciated) the day it was constructed. Being a specialty property 
with a slim market for renting or for sale, banking quarters have low VALUE 
and MARKET VALUE in comparison with the cost to produce them, although excess 
construction is often a material factor of depreciation. Their cost should be 
written off very rapidly. 


It is not intended to imply that banking quarters should not be substan- 
tially constructed with beauty in line and construction details, but the ap- 
praiser should be on the alert to distinguish the "Gibraltar" type of con- 
struction and excessive luxurious quality which has no general desirability, 
but is of value only to the particular owner. 


Luxurious quality of construction in any type of property presents ap- 
praisal problems and requires a careful analysis to determine if such con- 
struction has general desirability or desirability to the owner only. When 
found in investment properties, the net income from the property will indicate 
the extent to which the grandeur and excellence of construction quality is re- 
flected in the return from use. The pretentious hotel in New York City, which 
cost ten thousand dollars per room to build with services in keeping with the 
grandeur of construction, found the returns entirely inadequate for the ex- 
penditures made. In our opinion, such money was unwisely expended and the 
VALUE of the property was below the cost of construction and depreciation ac- 
crued the moment construction started. 


We had occasion to appraise a small factory building in Chicago, whose 
former owner desired to make it a show place and included in its construction 
expensive exterior trim and ornamentation with interior walls faced with 
glazed tile. When it was appraised, the former owner had gone out of business 
and the tenants then renting space in the property did not consider the same 
enhanced desirability of the space that the former owner did. As a result, 
the income from the property indicated excess quality of construction. 


The few illustrations given stress the difference 

VALUE TO THE OWNER between VALUE and value to the owner. Basically, 

the difference between these two concepts of value 

is that the former is created by desirability for general use and the latter 

by desirability for individual use. The owner who builds a property in an in- 

accessible location does so because the property has value to himself. How- 

ever, the cost of construction is not VALUE as a large part of the cost may be 
lost due to inaccessibility. (See Bulletin 6.) 


Whether the owner builds in ignorance or unwisely, beyond the height of 
diminishing returns, or plans construction for ostentation or display or to 
gratify individual whims, he is willing to make the expenditures because he 
considers the result of value to himself. In most instances the unwise owner 
feels the value to himself is the VALUE of the property and the appraiser is 
often criticised when he deducts as depreciation the cost and penalty for ex- 
cess construction. Sentimental value which an owner attaches to properties 
from past association has no economic significance and is never considered by 
the appraiser. In like manner, excess construction which is of value only to 
& particular owner has no economic significance and should be treated as waste 
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by the appraiser. 


With investment properties where annual net income is a positive measure 
of the benefits arising from ownership, the appraiser's problem is greatly 
simplified in finding the losses in value due to excess construction. It is 
only in those owner-occupied properties, especially of the residential types, 
where the benefits to ownership are indefinite satisfactions, not readily mea- 
surable in money, that the problem is more involved and the appraiser must re- 
ly to a greater extent upon his experience and judgment. 


About 64% (23,730,000) of all dwelling units in 
SINGLE-FAMILY DWELLINGS the United States are of the single-family type, 
which ranges from the crude cabin to the mansion- 

type estate. About 58% of this type are owner occupied. The single-family 
dwelling and its adjacent land gratifies those basic human desires for greater 
freedom, privacy and comfort in establishing a home and raising a family. The 
crowding and congestion of the tenement type of property must be endured by 
many but cannot kill these underlying desires of the vast majority of fami- 
lies. In addition to the desires for occupancy in the single dewlling, the 


desire for home ownership is centered upon security and the pride which owner- 
ship creates. 


The single dwelling permits also a greater expression of individual ideas 
and taste than any other type of property. The owner, especially the house- 
wife, has contributed greatly to the arrangement of space and those features 
considered necessary for efficient and comfortable living. Architects have 
found the single-family dwelling most suited to exercise their ability and 
training in creating utility and beauty. We have had handed down to us many 
architectural types and styles which have stood the test of time and are quite 
popular today. Among these styles one of the most noticeable is the Colonial 
type which has lasted for more than 150 years and today remains one of the 
most popular. The Colonial design possesses every feature of architectural 
excellence; besides providing adequate and convenient arrangement of space for 
comfortable living without waste, it is very efficient and economical in its 
construction and possesses that beauty in line and form which gratifies the 
esthetic nature of a large percentage of home owners, 


While the appraiser may have a decided personal preference for a particu- 
lar type and style of architecture, when appraising he should have a neutral 
attitude and recognize architectural excellence whenever it exists, regardless 
of the style or period. In fact, there are many freakish or mongrel styles of 
architecture among small dwellings with impossible gables and outlandish dec- 
orative trim which still retain good rentability and salability. In South 
St. Louis many of these faddish types of bungalows have been constructed by 
contractors acting also as architects. A few years ago a bungalow was built 
in their midst from plaus which won the prize for architectural excellence in 
national competition. Phis bungalow was of English style architecture, excel- 
lent in interior layout and design and beautiful in line and form. The owners 
of the bungalows with discordant architecture protested that the prize-winning 
bungalow was very objectionable and lowered the values of their properties be- 
cause of its ugly appearance, 


The appraiser is not so much concerned with architectural styles as he is 


with markets and the determination of deficiencies in design and excess con- 
struction which affect VALUE and MARKET VALUE. In order to stress these im- 
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portant factors of depreciation discussed in this bulletin, we have attempted 
to eliminate other influences of depreciation by assuming new and modern prop- 
erties with good locations. 


We believe that the basic requirements of layout essential to proper liv- 
ing conditions in single dwelling properties are: (1) rooms of suitable size 
with sufficient wall space, abundant light and necessary ventilation; (2) suf- 
ficient closets, cupboards and other storage space; (3) severance of living 
space from sleeping space; (4) ample space for laundering and a small work 
room; (5) efficient heating system and hot water heater; (6) at least one bath 
and preferably one bathroom for each two bedrooms. 


These are basic and minimum requirements and apply to all single dwelling 
types including the small bungalow in the lower price class, Of course, many 
other features considered essential to convenient and comfortable living 
should be included in dwellings when the owner can afford them. 


However, it is surprising how often the appraiser finds properties in the 
medium or higher price class which are deficient in some of the minimum re- 
quirements. We have examined many of the small ranch-type bungalows built 
without basement and without access to attic space but with a small utility 
room. One of the greatest complaints by owners of these properties is the 
lack of sufficient space for storage and laundering. In several cases the car 
was parked on the street and the garage was used for these purposes, In our 
opinion such a design is deficient and the property suffers loss in value from 
this cause. This and any other deficiencies below the minimum requirements 
for single dwellings, which in the opinion of the appraiser lower the desira- 
bility of the property, are depreciating influences. 


Poor construction quality, either in under-strength material or poor 
workmanship, is a structural fault. In many cases the weakness is quite dif- 
ficult to find and difficult to correct. Sometimes structural weakness from 
poor construction or from sub-soil faults presents a most difficult appraisal 
problem. The loss in value may be much greater than the cost to repair the 
weakness. It is fortunate that in most incorporated places minimum standards 
of construction are required by building codes, although in some cities in- 
spection is lax. One of the outstanding accomplishments of FHA is the estab- 


lishment of minimum construction standards and inspections at critical stages 
of construction progress. 


In its Anglo-Saxon meaning, home has come to indicate a place of peace 
and rest and the scene of happy and cherished family life. It is a sacred 
quality created by the family which is impossible to estimate or appraise. We 
had occasion to hear a member of the Institute foolishly speak of these price- 
less qualities of home life as the amenities of a house which should be taken 
into consideration by the appraiser. Whether the home life of the family re- 
siding in the house approaches heaven or hell or if the house were unoccupied 
the appraiser would arrive at the same economic VALUE in his appraisal. The 


kind of home life does not appreciate or depreciate the values of residential 
properties. 


It is our belief that the single-family dwelling lends itself better than 
any other type to the gratification of those human desires for creating a 
home. This type also permits man to gratify his individual conception of the 
beautiful and his longing for comfortable or luxurious living and allows him 
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to tickle his vanity by the display of his success in life and his own self- 
importance. 


The appraiser is not primarily interested in the reasons for the con- 
struction, but must consider the result and whether the cost of construction 
represented VALUE or value to the owner, As with investment properties, many 


luxury-type residential properties contain those features of excess construc- 
tion which have no value. 


It is claimed that Nero's golden house had a portico a thousand feet long 
and contained three thousand rooms, This palace built at fabulous cost was 
torn down within four years after his suicide. No doubt this house had value 
to Nero alone and was not suited for any other use. It had no economic sig- 
nificance or VALUE the day it was constructed. In this country there are sev- 
eral palatial residences built by men of great wealth, not to the magnitude of 
Nero's golden house but upon such a scale of grandeur and luxury that many of 
the same adverse features are involved. We have in mind a large residential 
estate containing more than 120 rooms built by an industrialist of immense 
wealth, who included every feature of excellence of construction and luxury at 
a cost running into many millions of dollars. Without having even seen this 
property. it is evident that for residential use the property has value only 
to the particular owner who built it and that in all probability its entire 
cost of construction can be considered surplusage or excess construction. 


It is realized that residential properties naturally will have wide vari- 
ation in size and quality; however, we realize also that there is a point be- 
yond which increased size and construction quality will cause such diminished 
desirability and will so increase the cost of ownership that the property rap- 
idly loses its value and often becomes a liability. This is so well illus- 
trated by the residential estate which cost several million dollars to build 
by a prominent capitalist in New York State who first tried to sell it and 
then endeavored to give it away without success and found demolition as his 
only recourse to relieve himself of the liability occasioned by ownership. 


We have used the Nero or "white elephant" type of residence in order to 
illustrate extreme cases where the total cost of construction is a surplusage 
without economic. significance. It stresses the distinction between VALUE and 
value to the owner. When the owner ceases to have need for this type of prop- 
erty, all value to him vanishes and he is left with a liability which can be 


removed either by demolition or, if possible, by converting it to some other 
use. 


We do not agree entirely with the architect who stated that for any house 
to cost more than $25,000 you had to start carving it. We have been unable to 
fix any limit beyond which a white elephant is created. It would vary for 
different localities and different economic conditions. Clearly, a home built 
beyond the size, strength and quality necessary for a home which provides ev- 
ery feature of comfortable and gracious living must be constructed to gratify 
individual whims or the desires to display wealth or exalted self-importance. 


The degree of these excesses indicates the proportion of the construction 
cost which is money spent to gratify the owner's individual desires and which 
is of value to him alone. In a future bulletin an appraisal of a small resi- 
dence will be given which, in our opinion, illustrates inadequate living re- 
quirements and excess construction quality. 


43 











No one can question the owner's right to build his house on any scale of 
excellence and luxury which gratifies his every desire, providing he complies 
with legal restrictions. The appraiser's function is to determine the extent 
of use and to establish what portion of the cost represents excess construc- 
tion which is of value only to the owner. It is evident that the money ex- 
pended by the owner to create value to himself alone, should be his own and 
not other people's money; construction cost, which included excess or non-use 
construction of value only to the owner, is not a sound basis for making loans 
and the wise mortgagee uses VALUE as the underlying security for his loan on 
new or old properties. While the character of the mortgagee has its place in 


any lending policy, it should be secondary to the policy of requiring a proper 
amortization of any loan. 


This necessarily brief discussion on the loss in value occasioned by the 
deficiencies in design and excesses in non-use construction is of great im- 
portance to all interested in real estate. That confusion exists among many 
in the distinction between cost and use is quite evident. Perhaps one of the 
principal reasons is the failure to realize the broad meaning of depreciation 
(see Bulletin 2) and to confine its meaning to deterioration and obsolescence. 
We have appraised several properties where we have felt we were performing an 
autopsy and writing an obituary report on the causes of the cessation of eco- 
nomic life, More than any other cause was’ the failure at their inception to 
recognize the distinction between cost and use. 
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EXCESS AND DEFICIENCY IN CONSTRUCTION AND DESIGN 


In Bulletin 7, value to the owner was discussed in 

EXCESS CONSTRUCTION @ general way to illustrate the depreciating ef- 
fect of excess or non-use construction when found 

incompatible with the use for which the property was constructed. Excess con- 
struction which is of value only to the owner does not increase the desirabil- 


ity and rentability of the property but increases the cost of ownership and 
definitely lowers its VALUE. 


It is of importance to note that when the New York capitalist attempted 
to give his large estate away without success, the partial cost of ownership 
to any donee, exclusive of any return on the investment, exceeded from the 
donee's standpoint the satisfaction which the use of the property would 
render. The cost of ownership to the original owner included this return on 
the investment, which probably amounted to $300,000 annually. 


In 1939 we had occasion to appraise a residential property for a finan- 
cial institution which was’ then contemplating making a loan on the property. 
At the time of appraisal, the house was nearing completion with only a few 
minor details to be finished, and the owner expected to move in within a week. 
The owner was a successful business man with a good credit rating (which has 
no bearing on the appraisal) who had strong convictions as to just what he 
wanted. He informed his architect of his own ideas and his desire for the 
latest in materials, construction details and equipment, which were followed 
in the design and construction of this house, 


In the appraisal of this property, the ownership, location and some other 
features have been concealed, but as a whole the appraisal covers all of the 
factors which were considered in reaching our conclusion of values. 


The property is located in one of the small munic- 

LOCATION AND ENVIRONMENT ipalities adjoining the City of St. Louis about ll 

miles west of the central business district of St. 

Louis. The property is located on a boulevard which gives it good accessibil- 

ity by automobile besides being one block from a bus line and two blocks from 

a street car line which provide convenient mass transportation. The property 

is conveniently located to social activities; churches, schools, neighborhood 
stores and a buying center are within reasonable walking distance. 


The locality in which the property is built is about 70% developed with 
two-story brick and frame residences varying from new to forty years of age, 
about 70% of which are owner occupied with values ranging from $7,500 to 
$12,000. It is estimated that rents of rented properties range from $60 to 
$100 per month. The families residing in this section are white American 
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types with incomes warranting above average standard of living. There are no 
adverse racial groups in this district and no trends or encroachments apparent 
which would adversely affect the stability of this district; in fact, in our 
opinion, this district should show some improvement in the next ten years. The 
property and the surrounding neighborhood is zoned for residential use,which 
gives an added protection. From every standpoint the location and its future 
stability can be considered above average. 


The lot, with a frontage of 135'-6" on Little Bend 

PROPERTY Road, a concrete paved boulevard, and 125'-0" on 

Frampton Lane, a macadam paved street, lies about 

one foot above street grade with level topography. It is nicely wooded and 

provides an attractive setting for residential use. All municipal improvements 

are available to the property. From comparable sites in this locality a value 

of $4,065 is estimated for this site, which is about $30 per front foot of 
Little Bend Road frontage. (See Work Sheet I.) 


As shown on the sketch, the layout of the house and drives has a good and 
harmonious relation to the site. Completed in the first part of 1939, the 
house is beautiful in line and form and shows exceptional architectural treat- 
ment. In interior design and layout, it follows the modern trend employed in 
the ranch type property where all rooms are located on one floor, including a 
utility room. The house is without a basement and without convenient access 
to the attic. 


The dwelling contains a large combination living room and dining room 
with vaulted ceiling, kitchen, three bedrooms and a medium sized utility room 
on the first floor. A small maid's room and toilet are located over the two- 
car heated brick garage attached to the house. All rooms are well propor- 
tioned and there are ample closets and cupboards which indicate splendid ar- 
chitectural skill in design, arrangement of space and appointments. However, 
there is a lack of adequate storage space for household and personal effects 
which the home accumulates and which are necessary for convenient living; 
while the utility room provides space for the heating plant and laundry equip- 


ment, there is not sufficient room for drying clothes in inclement weather. 
Likewise,there is lack of space for gar- 


dening tools and a small work space nec- 
essary for minor repairs so essential in | 
home ownership and no space whatever for 

a play or rumpus room or rathskeller ; a 4 











which the housewife generally desires in 
a@ house in this price class. From a | ? ee Cnn ae 
study of this design and the inadequacy | wa * Gqamact were 
of storage and other space, it would ap- | ae 2 St 
pear that the owner entirely ignored the | 
desires of most home owners based upon | alae 
many years of experience and planned his | | ai 
house to satisfy his own individual i. | 
deas. 
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In the construction of the property \ \ 
this owner apparently required the use e 
of many of the latest materials, con- i ) spoeeietieoenetoaie 
struction details and equipment, espe- Lire eae hte 
cially in heating and ventilating, re- 
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: APPRAISAL WORK SHEET -I 
‘ & LAN 


aooress or property SW. Corner Little Bend Rd. & Frampton Lane rveasisaw an-20 
OwneR Applicant as ar 15-Peb,-39 


MADE FOR Insurance C mace 15-Peb.-39 
ADDRESS New York City 
SPECIFIC LOCATION 
MUNICIPALITY none county _St, Louis stare Missouri 
INCLUDED 1 St. Louis METROPOLITAN AREA 
osTrext... Le eee C8_eeree 
svsOWIS‘CN Cll OR 


DESCRIPTION a lot having a Snontage of a3} -6" on the south line of 
Little Bend Road and a frontage of 125'-0" on the west line of Frampton 
Lane, containing 16,937.5 square feet. 


RELATIVE LOCATION 
ACCESS ITY COORONMENT AMD TRENDS 


DIRECT ACCESS _|sumnounoms proreaties two-story brick and frame 
TO BOULEVARDS oa “houlaward residences orstaict sunt ve _ 7O  % 


AMO CONVENIENCES 





TO SUBWa = ESTIMATED AGES —__ _hew to 40 years se —_ 
TO ELEVATED =-=-- | SURROUNDING USES ___ residential _ _ 
street cans_2 blocks - a sidelobe 
To BUS 1_block DETRIMENTAL USE hone 
Parr ere2e= PRINCIPAL FOREIGN POPULATION. DODE 
TO PLAYGROUND = == = _|RAciaL FLUENCE _White American 


o cnurncnes camox __ 3 blocks SeNEGRO POPULATION ron a 
erorestant 3 Dlocks HOME OWNERS 7 ———— — a _ 
_]3 OF L CLASSIFICATION 


TO SCHOOLS GRADE 3 blocks REMARKS __ . oe 


mice 8 blocks _|zominc aestaictions res — - — 
OrsTeicTy STATUS (MPROVING STATIONARY | RETROGRADING | J 


rarocwiac_ 3 blocks 
ocownrown ostact 1] miles TRANSITION TO AND Trenos DONE _ 


JEW Sr on ae ae 





TO BUYING CENTER 5 blocks ENCROACHMENTS none 
To weiGHBoRMOOO stores > Dlocks 

SQNDITION AND FACILITIES 
wiom™ 135'.6" __paam sracer___- s COMCrete 
ocern___ 1251.0" _ swe stacey ___ Macadam —_— 
AREA 16937 =e Sif. same rectangular —jornen sracers 2 amen —— 
ABOVE GRADE —— El ill - 
se.ow crave DONS swewans___ CONnCrete —_ 
ropocrapmy. Level ‘ _... Sewers yes 7 
SEOLOGICAL FoRmaTion__SO1] warer yes - = 
TREES aby - —|cas —__yes . . — 
euicomne uwe_05'-0" and 30'.Q0”" _jevecracity____ yes _ 
REMARKS -o-== . . — | switcHimes — no 

—\lnirarian micets DO a 





ren ere 4,065 


APPRAISED VALUE: LAND (wont) 135 '-! "Fr FRONTAGE © ms. 





on —_ gar or aa @ — PER SQFT) - 

MARKET VARIABLE __ aoorrion f ] DEDUCTION none | _———————— 

APPRAISED MARKET VALVE - = ‘J — 
ce ee 


CODE 6-600, GA- GOO8 TO AVERAGE, A- AVERAGE AP - AVERAGE TO MOOR, »- FOOR 


= 


—__— wae _15-Feb.-39 


284i __ 25 
T¢ 300 


vee. APPRAISAL WORK SHEET - II 
x CONST AVC TON COST 
aponess or pmopenty S. W. Corner Little Bend Rd. & Prampton Lane as. 1S Feb.-39 
Mace FoR Insurance Company 
MLNOR imPROV EMENTS ON LAND 
was concrete 120 —sarre_ 
onves ___ __gYranite cobblestones 4300 sorre 
NR anatannionion ure 
soDoWws - = « TOSe@ 
waus____ " " —— 
GAROENS __ — 
sHeves— . 
ORCHARDS . 
MISCELLANEOUS — 
MAIN IMPROVEMENTS 


kitchen, three 


TYPE —_ 


WEGIF CATIONS 

ude GCOMSTAVCT Oty 
sur DONC proc rname Frame Antertor iseerc rx One 
went sDODE — lrowons_DOUPed CONCTe t@rovcx isc modern 
sronesd __Jeswr ni. __none PG FET modern 


svontsceeee ject wars Drick veneer — Irvee wear 


GARAGE uct we. CODDEr 7 win STHA ansne.. 
owunts_1 ___Juvy saeres DLAs. sheet rocKo. sua tsa 
soows__6 __| SPEC Wau. § cere 


RITCHEMET TE® so sme HPLOORS _ 
earms__2 __Iseec ris OD CONC, DASE |somnncen nom 











(AVATORIES oe me mI TILE . SHYLIGHTS — 

vaarcors 1 teen's  jamenann . curv 

MeiGeTs “owe ——— — rome €3¢ 

ese " jeect ~« _modern —_ 4Mernic 

wan LECT PT [ eee ——_—— 4GAS STOVES 22° 22. 
moor iscrcens__On doors Joes eee 


moc _ dw stase GOUDLO glazed  |casarans built in 











paorosto [_] 
cesceerion_A One story without basement brick dwelling with 
frame gt 1 combined living and —— 7 


-hedrooms, u ese vith am two bathrooms and 
attached two-car brick garage with Th e- maid's room above. 
Residential — 


Copper 211oy jaar er special an. wt 


GAS FRED special design | 

EFF aS eee dwt MSR LST Jjuaven «re __ @utomatic 

nitowens —_] joooe s “slab birch |,cominter & summer 
oak over Manli ten 


aces NOV 


BLDG Ames - ___}rront ron brick §$ 
aa 80. F TISTOREFRONTS = = = = Jncanvotbone .brk .& frame | |_.190. 
u U 
MAIN BLOG COST cusic content Be cure 44.2 4113055 
“ ~ Ps . : ve - 4°13, 300 _ 
seranave canace wo cams CWO ur inies oe sewen|_| ) vel i 


wars DPick sco mete] room 


SPC. COORS __ 


concrete yeas e 
enous MGs ot 17 14 “cum conmenr__B025 — WF d 


OTHER IMPROVEMENTS. 


ARCHITECT'S FEES. FINANCING, INTEREST. OTHER COSTS 8.7% 





4,-1-455 
15,080 


16,390 

















_ ; APPRAISAL WORK SHEET -II 

‘ APPRAISAL— NON 'NCOME B45'5 siatieitinn: Dilhaaitaae 
aooress or property S,. W. Corner Little Bend Rd. & pene Lane. as ar_15- Feb. 239 
MADE FOR Insurance Company — ‘ _wace_ _15-Feb, -39 


KSQNOMIC CONDITIONS AFFECTING VALUE 
Type oF cowstauctow Dick . frame interior _ ___ GRADE OF constaucrion ror rrec@xCellent 
GRADE OF CONDITION ror ace DOW property  _.__ — (SEE LIST OF NECESSARY REPAIRS) 
STRUCTURAL FAULT none 
REMODELING AND MODERNIZATION == === _ . ia an iisenanis —————— 
OISVUSED ARCHITECTURAL STYLE AND OC SIGN 
EXCESS IN LAYOUT ANO CAPAC! property tao -soatly for its proposed use 


BSOLESCENT EQUIPMENT 


sre AYTOUT - COVERAGE 
parsnane ecaruene or unnmune_leGk Of east laundry and work space pesieeonieamanecnsane 
NSAL ABLE Wes IN OLSIGN. fe re 


RELATION OF PRESENT USE TO ZONED USE CONFORMING ix] NON CONFORMING | 

















RELATION OF PRESENT MAPROVEMENTS TO SURROUNDING PROPERTIES OVER maPROVED |_| conmonmanc K UNDER MMPROVED | 
RELATION OF CLASS OF IMPROVEMENTS TO SURROUNDING STANDARD OF LIVING ABOVE [ j CONFORwING |X 8tLOw 
MPROVEMENTS INADEQUATE TO JUSTIFY LAND VALUE DETERMINED FROM HIGHER USE nQ 
ASSESSED WALUE: LAND $ mprovements MOL aAssessedrorm s¢ Taxes 1 f 
pancy owner [X) Tenant vacant [] Rents 
APPRAISAL 
PRESENT VALVE OF AND - SHEET T mm) 4, 06s 
REPRODUCTION COST NEW OF IMPROVEMENTS - SHEET 
TOTAL REPRODUCTION VALUE (waxinouns vacut) s 3720, 455 
NECESSARY REPAIRS ACCRUED DEPRECIATION 
{ rem nT | Peace ew ERENT | AMOUNT ‘| 
| New property s Omen WEAR AMD Than 4 By 
{ ,chasmtalsnaicediaiubse 
t | Srmvcr uma FRAT SEE NOTES 
| PHYSICAL DETERIORATION 4 rs 
} OMBOLETE BUKorme 
} 4 cesour te Cou/ewem? 
} exCe88 Capacity + 
} 4 DBSOLESCENCE - j ; + meme 
| i WrSPLACE® mMPmOVEMENTS ; ; 
[ | sia haniegin iba 115.0 | 2455 
| } wma neue reatvaes 20.0 | 3280 
UNOESRABLE DLSIGN _ + + s 5,735 
+ maccess@nrry 4 
| j MCONGRVOUS WITH PROPERTIOS amo USES | 
} rt (mC OnAPA THLE WITH STAMOAMD OF Lwwime + 
t AL NE EPAIR $ DONE J lwon conrommity TO ENVIRONMENT 4 ry 
$s DEPRECIATION 61 4.735 
FROM INADEQUATE LAND USE - - s 
FROM UNFAVORABLE LEASE | FROM EXCESSIVE TAXES } 4 $ $ 
TAL LOSS 1N WORTH é a 6 
TAL GAIN IN WORTH HISTORICAL FAVORAB! E LEASE L } FAVORABLE TAKES (S$. 
sieiie neta cme diiaeusie aii =k is_14,720 
<cs t OBEGT C SOT mel ] eee, 
MARKET VALUE AFTER REPAIRS s 
NECESSARY REPAIRS «9 AQ... 
AIRED MARKET vai » 14,720 


E 6-S008, GA-G000 TO AVERAGE, A-AVERAGE, AP-aWERASE TO POOR, #-008 





Y 
ae APPRAISAL WORK SHEET - If 
=® PRAISAL— MOVE BASS 


mace FOR ___ 


e Company 


Fee ee 


aconess or propraty 3S. W. corner Little Bend Rd. & Sapte. Lane «> «_15.Feb..39 
__Insurance C 


wae _15-Peb.-39 


TOTA, RENTS MCLUDE THE FOLLOWING ITEMS IN ADDITION TO POSSESSION AND OCCUPANCY 


COLD WATER L_) meat 
HOT waTER | AIR CONDITIONING 


ANITOR SERVICE 


| FURNETURE AND FURNISHINGS 
} LINENS , OFSMES , Sa.vERwARE 


| maw steve 





USE OF LAUNDRY SPact MECHANICAL REF RICERATION Launoer SLeVCE 

EC. ecTacity Gas sTOve Ci€vator oPrearoes 

,a3 RE MOENT manact® DOO Rn an 

m 
ESTIMATED |_) PRESENT RENTALS AFTER DEDUCTING ENTERPRISE FLATURES 
STORES AND LOFT SPACE oremes T OWENS UNITS CARMA WALL 
a i$ Est. rent j* 
} ] 


+ 
L 4 } + 
a 4 
i MONTHLY ENT ls 
ae RENT t 


ANNUAL VACANCY 


+ 
+ 
+ 
wonrny newt |e 
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ANNUAL RENT 
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" ae | 
MonTHY ment [fs 
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annua. vacancy le 

















APPRAISED MARKET VALUE 


ODE 6-s000, 6A-GO0P TO mERARE) 4 AVERAGE. AP avERAGE TO OOH. #-POOR 


ADs. 
: 14,720 


ASSUMED BASIS OF APPRAISAL FROM FUTURE NET icone 
ESTIMATED PERCENTAGE OF PRESENT RENTS TO FUTURE LEVEL STORES FES ow wets LOO AR AcS 
ESTMAATED PERCENTAGE OF AVERAGE FUTURE OCCUPANCY STORES orrees owuwrs 95 camaces 
ESTIMATED REMANWNG ECONOMIC LIVES STORES PRICES ow us 40 camaces 
ESTMATED PERIOD UNTH PRES RENTS ALTURN TO EST FuT LEVEL STORES Orrces Ow eTS. == Ganaces 
ESTMATEO SATES OF RETURN On - aePROVEMENTS 6 %) ano 5 “eo, LEASEHOLD oe ve 
AVERAGE EXPENSE OF MATURED PROPERTY PRESENT ANMUAL WENT -~y — ~ } 
we sAeT oR i$ cnn! STORES x pS | 
sae vraresf omen OFFICES . * + 
pein. eutusnies 20 - 100. 95 | 1602 —] 
200 eamenmmer | 60) GARAGES * 4 
ae tutveTOR + m2Pey a i 
we crtrating exeewse  & «G0 Jrovac crrectwe Gross anu. mcOut 1 1,602 4 
210 conten, oxoel® j AVERAGE ANNUAL PROPERTY EXPENSE j 
ao Temes sete, 0 | aNMUAL SET RETURN BOF ORET TEREST OFPRECIAT ON 6 AMORTIZATION 911 
elias tied 0) tala aaa » 203 | 
ao MANALAREPR CxPeNSe 220 -— Tum To mere s 708 4 
Est pee rus} j womrs or am 203 8 205 i$ }—4,065 | 
wre omar | QD wore ore 708 x 15.05 # 410,055 | 
aoe rans 22-| iat Lan one sermovenerwts 9 14,720 | 
ore FIRED EXPENSE ave 98 Gaim PRERENT TO FUT UME icone vtams 4 a= j 
TOTAL PROPLATY CxPeNse —h oss cam sepacences Tares Ss s = aan. 2 
APPRAISED waist. (emtsent wont js 14,720 | 
MARKET VARIABLE A001 TON DEDUCTION NONE ik) - — 4 
MARKET VALUE AFTCR REPAIRS ua 4 
WECESSARY REPAIRS (see Smee’ me 4 
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gardless of their cost. The exterior walls are constructed of 4" white silica 
brick, 1" air space, 1" insulite board for sheathing, 2" x 4" frame studs, 
plaster board base and three coat plaster with the entire space between studs 
insulated with U. S. spun glass. All floors are oak laid on manlite over a 
concrete base. Sheathing on roof is 1" insulite covered with Armco paintgrip 
copper alloy metal. The entire ceiling area is covered with 8" spun glass in- 
sulation. All window openings are stationary sash with double glazing. In- 
terior trim is yellow poplar and all interior doors are 1-3/4" slab of birch. 
In the living-dining room, there is much moulded and ornamental plaster work. 
Bathrooms have tile floors and entire walls of bathrooms and kitchen are faced 
with structural glass. 


The heating plant, located in the utility room, is a special design and 
custom built type gas fired with vapor jet with the heating coils located in 
attic space along with summer air cooling unit as well as motors for exhaust 
and suction fans. It combines the latest equipment for winter and sunmer air 
conditioning. Bathrooms and kitchen are provided with exhaust fans operated 
by Time-o-Stadt, mercury switches; kitchen sink with a stainless steel double 
drain board is provided with a garbage disposal device and electric dish wash- 
er. Most of the base on walls and partitions are provided with electric wall 
plugs every 18". The overhead doors of the garage can be operated by hand, e- 
lectric switch or electric eye. 


From this brief description of the property, it is 

APPRAISAL evident that the quality of construction and the 

equipment used is quite unusual. It appears that 

the primary purpose of the owner was to provide complete and efficient heating 
and ventilating service regardless of economy in construction. 


To build an almost hermetically sealed house by insulating construction 
when the average low monthly temperature is 32° in January and the average 
high monthly temperature is 79.3° in July, indicates too much stress on this 
requirement and nearly an obsession on the part of the owner. The other de- 
vices of electric outlets, exhaust fans, controls, etc., are no doubt very 
convenient and provide added comfort but are considered more of an individual 
whim of the owner. 


The high construction cost for this three-bedroom house of $16,390 shown 
on Work Sheet II was of value to this owner because he was willing to pay this 
amount although he had no desire for storage and other use space which genera- 
tions of home owners have found essential for comfortable family life. 


In our opinion, this house contains so many features of deficiency and of 
excess construction that its general desirability for use and ownership is 
greatly curtailed. On Work Sheet III we have estimated its MAXIMUM VALUE at 
$20,455 and deducted as depreciation $5,735 for undesirable livability and un- 
salable features which are considered of value only to its owner. This gives 
@ VALUE of $14,720 which also, because of market conditions, represents its 
MARKET VALUE. 


To justify its MAXIMUM VALUE from income, a rent of $178 per month would 
be necessary, which is considered above the amount the property would rent for 
in the market. On Work Sheet IV a rent of $140 per month was used more in line 
with the market which justifies the VALUE determined from the cost approach. 


4 13, Kirere® 


A.B. Kissack, M.A.I. 
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ADVERSE REAL ESTATE TRENDS AND CITY PLANNING 


The modern appraiser is unable to reach logical 
"HORSE-AND-BUGGY"PLANNING conclusions of the values of real properties un- 
less he has an understanding of all influences 
which may appreciate or depreciate values and a thorough knowledge of the 
causes of trends and decentralization and of blighted and slum areas, Today, 
when many vital problems confront all cities and some students even question 
whether our cities can survive, city planning is being advocated as part of 
the revolutionary movement which is so drastic in effect that the basic con- 
ception of value may be affected. The appraisal profession, whose function is 
to measure the usefulness of real estate in the markets established in a free 
political economy of private ownership, free competitive enterprise, individ- 
ual initiative and choice and the profit motive, must be vitally concerned 
with any change in any phase of this economy and should discontinue being an 
onlooker, assuming a prominent place along with other real estate interests in 
the discussions of all proposed plans. 


The engineer and architect build capacities and social activities deter- 
mine their usefulness. In former bulletins this fact has been stressed and a 
few illustrations given to indicate that the cost of capacity does not neces- 
sarily represent VALUE. It is primarily a production problem for the engineer, 
architect and contractor to rebuild our cities, but the appraiser's activities 
lie closer to the social activities of man and measure the relation between 
capacity and use. If we look back to the development of our cities in the 
early days, there is a distinct feeling that there was a lack of plan and that 
development occurred in a more or less haphazard fashion as the profit motive 
dictated. However good our hindsight may be today, the conditions existing in 
those days and the future probabilities then existing should prevent us from 
being over-critical and blaming lack of planning and land speculators in the 
early days for most of our troubles today. It is in the range of probabili- 
ties that forty years from now, our plans of today may be outmoded by the use 
of the airplane, which by then may become the popular means of mass and indi- 
vidual transportation; decentralization wowld be extended to much greater dis- 
tances and our highways, boulevards, grade separations, traffic systems and 
all other improvements for the automobile would decline in usefulness and val- 
ue. This is not a prediction but today it is not so remote a probability, as 
the automobile was to the early city developers. 


During the early development of the machine and the industrialization of 
America, population naturally migrated to our cities in constantly increasing 
numbers. In the early days when the horse-drawn vehicle was the sole means of 
transportation it was wise and advisable to build narrow streets which provid- 
ed the largest percentage of land for development and to build with high — 
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coverage so that population could be concentrated close to places of employ- 
ment, shopping and other social activities. The limitation of transportation 
acted as a wall in confining population in a comparatively small area almost 
as effective as the defense walls of ancient and medieval cities such as 
Florence, Jerusalem, Athens, Rome, etc. Concentration was then the pattern u- 
niversally adopted by early American cities and was considered smart planning. 
It is extremely doubtful if our present city planners would have done differ- 
ently if they had lived in those days. 


With each advance in transportation facilities, more land became avail- 
able for development, but often population increased faster than transporta- 
tion facilities improved and concentration continued over large areas of our 
cities. The land speculator who bought land close to growing cities was a- 
gainst concentration and overcrowding and advocated extensions and improve- 
ments in transportation to favor his cheaper land. This same condition exists 
today. Many of the large fortunes made in real estate were by speculators 
holding cheap land on account of inadequate transportation until the time when 
increased facilities crumbled the confining "wall." 


It was not until about the turn of the century 

CHANGING PATTERNS when great strides were made in the efficiency of 

the electric motor and gas engine that most of the 

barriers of inaccessibility were removed, making more and more cheap and de- 

sirable land available for development. Subways, street cars, busses and the 

automobile with increasing speed provided mass and individual transportation 

beyond the imagination of the early developers. The automobile scattered pop- 
ulation which the "horse and buggy" concentrated. 


Boulevards, street widenings, speedways and grade separations were built 
at great cost to ease traffic congestion and to save values in the central 
business districts. To superimpose on an outmoded city layout the tremendous 
amount of modern traffic raised problems, many of which remain unsolved. In 
those cities with surface travel only, congestion and parking problems in the 
downtown districts cause great inconvenience to the shopper, which tends to 
decentralize business away from the central district. When streets were wid- 
ened and boulevards built, it was thought and advocated by the city planners 
that this engineering task would maintain and enhance real estate values along 
the arterial traffic ways, and benefit taxes were assessed against adjoining 
properties because of this belief. They overlooked the fact that use was not 
increased but diminished by traffic which passed but did not shop. 


At the same time that the improvements in transportation were taking 
place, vast strides were made in construction technique, and advancement in 
the arts and sciences developed new or more efficient mechanical and electri- 
cal equipment of every kind; plumbing, heating, electrical and elevator equip- 
ment became more efficient, providing increased conveniences and comforts for 
living and working which entirely outmoded the old and inefficient found in 
older properties. During the past twenty-five years especially, revolutionary 
changes have been made in our production processes. Stimulated by mass demand 
and high wages, modern tools and efficiency in operation with the production 
and assembly lines have reduced man-hours and prices. These important changes 
in the production processes necessitate modern industrial plants in which to 
operate. Plants built on one floor with large space for receiving, storing 
and shipping and with ample space for parking workers' cars entirely outmode 
the old multi-story plants often with 100% land coverage which were built when 
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congestion was considered essential. Hundreds of these old-style plants are 
found in the old sections of all metropolitan cities. Albert Kahn, the late 
industrial architect, predicted that nearly three-fourths of the industrial 
plants in America will be obsolete in the post-war period and unsuited for 
profitable operations in competition with modern plants. The modern plant re- 
quires large tracts of land with convenient locations away from congestion. 
Switch tracks and sidings have been experiencing diminishing importance for 
many industrial lines since the advent of the truck. With more room and 
cheaper land in the outlying sections, the modern plant is being drawn away 


from the inner city to more convenient and more profitable locations in its 
environs. 


These are only a few instances of the effect of the out-of-dateness and 
inefficiencies of obsolescence which, when combined with the adverse effects 
of old age with all of the accompanying defects of time and use, make proper- 
ties less desirable with declining values. It is, of course, unfortunate that 
real estate, like the individual, declines in usefulness with old age until a 
time is reached when expenses exceed the capacity to earn and the end of eco- 
nomic life is reached. The individual at that time becomes dependent upon his 
savings or on others, but the owner of real estate cuts expenses below the 
point of proper maintenance and to a poverty level in order to keep a spark of 
economic life aglow. This brief comment on the physical side of the capaci- 
ties of real estate indicates the extreme range and extent of decline in the 
usefulness of all real properties. It is not a static condition but a con- 
stant process of decline caused by the march of time and the inventive genius 
of man in the development of the new and the more efficient. 


From the standpoint of the appraiser, who measures 
LIMITATION OF the cost of capacity as only a step in finding 
LIVING STANDARDS VALUE determined from its use, the important con- 
sideration is the economic status of the users and 
their ability to pay rent, especially in the residential field. We have se- 
lected St: Louis as an average city which gives a typical illustration of the 
economic status of tenants, which, in turn, determines the economic status of 
its residential properties. The City of St. Louis contains a larger propor- 
tion of its area as the inner city than most cities because its boundaries 
were fixed in 1876 and the most of its outlying sections are in St. Louis 
County - a separate political entity over which the city has no control. Many 
small cities in the county are contiguous with the central city and the growth 
of these outlying sections has been quite rapid during the past thirty years. 


The chart on page 52 is prepared from 1940 United States Census data and 
gives the percentage of tenants and the amount of rent paid. The full line 
represents the actual rent paid and the dashed line a rent calculated to in- 
clude heat, water, gas and electricity. The dotted line represents the com- 
bined actual rents and estimated rental values of owner-occupied homes. These 
Census data are for the City of St. Louis without the outlying sections. 


Rents are a splendid index of family income and represent a reasonably 
accurate index of the status of family living standards in all its phases. 
This graph does give the economic status of all rented dwelling properties in 
the City in April 1940, The ability to pay rent is the causal influence of 
real estate values. The status of real estate cannot change the economic sta- 
tus of families nor their ability to pay rent. We find much confusion in re- 
gard to this basic concept; the mistaken idea expressed by city planners who 
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claim that obsolete properties are conducive to poverty and all its accompany- 
ing deficiencies when, in truth, poverty is the sole cause of keeping a spark 
of economic life remaining in extremely obsolete dwellings. From the stand- 
point of the appraiser, if the tenants renting dwellings in St. Louis could be 
housed in new and modern dwellings at the same rents shown in the graph, the 
value of the new construction would not be substantially different from the 
value of the old and obsolete dwellings in which they now live. 


It is believed that April 1940, when rents were recorded, represents a 
fairly normal period and rents were not adversely affected either by defla- 
tionary depressions of losses and want or stimulated by inflationary booms of 
profits and excesses. A study of the rent graph reveals many interesting 
facts. There are no clearly defined stratifications, but rents rise gradually 
from very low levels for five-sixths of the 172,043 families paying rent and 
then rise very sharply upward. One-sixth pay $11.50 or less per month; one- 
third pay $16.00 or less per month; one-half pay $20.00 or less per month; 
two-thirds pay $26.50 or less per month and five-sixths pay $35.50 or less per 
month. The conclusion would be justified that a half to two-thirds of the 
families renting dwellings in St. Louis could not afford to pay the rent of 
three- and four-room apartments in new and modern projects. The Parkchester 
project in the Bronx, the largest privately owned unsubsidized housing devel- 
opment in the world, which houses more than 12,000 families of more than 
40,000 persons, secures rents for its three- and four-room apartments ranging 
from $39.00 to $63.00 per month, depending upon their positional location. 
This mass production project, constructed with every saving in construction 
cost, was built on land acquired at 71¢ per square foot or about $31,000 per 
acre. With only 27% of its area covered with buildings, it was necessary to 
build the apartments 7 to 13 stories in height and concentrate nearly 95 fami- 
lies per acre (320 persons) at these rents in order to justify a low rate of 
return on the cost of land and improvements. A similar development in St. 
Louis could secure tenants for three- and four-room apartments from only the 
upper sixth rental group if the same low cost of construction and same land 
cost could be secured. It is doubtful if land in the inner City of St. Louis 
could be assembled for $31,000 per acre. However, at rents averaging $13.00 
per room in Parkchester it necessitated a high population density to pay a 
small return ona land value of $31,000 per acre. This density applied on 
only 4 of the 64 square miles in the City of St. Louis would house its entire 
population. It is quite interesting to note that this density applied to St. 
Louis County, containing 318,000 acres, would house over a hundred million 
persons, or over 75% of the population of the United States. 


It is evident that deterioration and obsolescence 
BLIGHT AND SLUMS are not of themselves a cause of blighted or slum 
areas unless these adverse influences are accompa- 
nied by lower living standards and lower rents. It is recognized that succes- 
sively lowering living standards with lowering rents are the underlying cause 
of blight. It is incompatible living standards which depreciate the value of 
a large residence in a neighborhood of bungalows whether the properties are 
obsolete or new. Deed restrictions protect against the encroachment of ad- 
verse living standards of a social, cultural, racial and economic nature. on 
the other hand, some neighborhoods are not blighted when the living standards 
are maintained at a high level, although the properties may suffer from obso- 
lescence. Modernization will enhance values in such cases, although when the 
neighborhood living standards are lowered, the cost of modernization generally 
does not increase values proportionately. 
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In slum areas where extreme obsolescence is present, again it is extreme- 
ly low living standards which hold such neighborhoods at poverty levels with 
every accompanying phase of living at a sub-standard status. It has long been 
our opinion that slum areas would not exist if it were not for the sub- 
standard families which reside in them. This is so well illustrated by com- 
paring Yorkville and the Lower East Side in Manhattan, New York, where the 
dwellings in both are the same in construction, age and obsolescence but the 
living standards and cleanliness in the former are much higher’ than in the 
latter. 


A cure for low earning capacity is not found by the engineer, architect 
and social worker through city planning, zoning laws and city rebuilding. Any 
real remedy requires an understanding of causal and contributing influences 
which cause inefficiency, ignorance and unwholesome characters. In spite of 
sermons and political declarations it is a fact that men are not created equal 
in physical or mental capacity nor are they endowed equally in personality, 
talent or aptitude, nor can individuals attain equality in those characteris- 
tics which lead to successful and efficient accomplishment, or the assumption 
of responsibility and leadership. The inability or unwillingness of many to 
compete with others is naturally reflected in the wide variations in payment 
for services. As far back as history goes, there is no mention of equality 
but on the contrary, the inequalities of mankind have always been recognized. 
Every measurement of intelligence, admittedly imcomplete, indicates a wide 
range in the capacity to acquire knowledge and skill among all individuals. 
A physics professor once remarked on the large numbers dropping out of the 
freshman classes, "You can't pour a gallon into a one quart vessel." Just so 
long as the capacities to produce or serve vary greatly, there will continue 
to be a wide variation in earning capacity. That some of the underlying 
causes are inherent is the opinion of many recognized authorities. It is not 
the purpose to discuss whether our present political economy awards to each 
individual fair and just compensation for the services and work he performs. 
Certainly, business and industry cannot possibly afford to pay the same wage 
to the inefficient and incompetent that they do to the skilled and competent 
workman, 


It is a mistake, or rather misrepresentation, to 

POST-WAR PLANNING claim that excessive obsolescence is the causal 
influence of poverty and those excessive deficien- 

cies which are found existing in slum areas. Granted that bad housing condi- 
tions and overcrowding are conducive to sickness and epidemics, it is childish 
reasoning to claim that housing conditions are the cause of infant mortality, 
juvenile delinquency, rape, social diseases, thievery and other crimes. Such 
delinquencies are basically the result of deficiencies in the individual and 
not in the housing. The recent report of the National Resources Planning 
Board recognizes the social nature of the problems involved. The solution of- 
fered is believed to be too Utopian, idealistic, impractical and socialistic 
to be followed by Congress in its entirety. That social security will be en- 
larged and extended for the dependency of old age appears certain, and also 
that construction will constitute a substantial part of cushion employment in 
the post-war transition period appears quite probable. Government guarantees 
and underwriting of food, housing, schooling and medical care, together with 
subsidized rents, tax exemptions, low interest financing for the benefit of 
some at the expense of others are dangerous weapons in the hands of politi- 
cians whose tenure in office depends on votes. To make so many millions wards 
of the Government in order to raise their standards of living at the expense 
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of the capable, diligent and thrifty without curing the underlying causes of 
low income, may well stifle incentive and bog down our entire economy. You 


cannot raise the standards of living of groups or of nations by the dole or by 
government spending. 


Public housing projects are in an experimental state; they are institu- 
tions and economic liabilities and can be classed with other public institu- 
tions such as the poorhouse, asylum, penitentiary, etc. Producing no return, 
such properties have no VALUE or MARKET VALUE, although their cost may be jus- 
tified as a social corrective. At the present average rents for USHA proj- 
ects, with $14.73 actual rent per month and $21.10 gross rent per month, only 
those selectees from among those families in the upper half of the lower third 
rental group and in the lower half of the middle third rental group in the 
City of St. Louis would be favored (see rent graph). Doubtless, it is in- 
tended to extend institutional housing to all persons with a low income status 
to prevent favoritism and discrimination. Perhaps those nomadic knights of 
the road who now live in the jungles and ride the rods could be provided mod- 
ern tourist camps and pullmans at government expense. Seriously, all persons 
below a minimum income, no matter how weak in ability, character and habits, 
should be provided equal opportunity to live at government expense in a demo- 
cratic society. The lowest income families do not migrate from the inner city 
to the outlying sections and all public housing projects are for relief pur- 


poses and not for city rebuilding to prevent decentralization and increase 
population in the inner city. 


Post-war plans for inner city rebuilding are now being formulated, and 
laws are being advocated for urban development corporations with the right of 
eminent domain to assemble large tracts of land and redevelop them with new 
and modern structures. These corporations are to be under advisory control 
and dividends are limited. 


In all metropolitan cities, rebuilding the inner city in order to halt 
decentralization and increase population in the inlying sections faces econom- 
ic forces almost impossible to overcome. The unfavorable factors against 
profitable urban redevelopment of the inner city are (1) the high cost of land 
acquisition which must include the remaining values in the existing improve- 
ments in comparison with land values in the outlying sections; (2) modern in- 
dustrial plants seeking locations in the outlying sections; (3) easier build- 
ing codes and zoning restrictions in the outlying secttons; (4) land values 
acquired in the inner city are far too high to build single-family dwellings 
for owner occupancy in comparison with outlying sections with larger lots.and 
better environment; (5) all residential redevelopment in the inner city must 
be of the multi-dwelling type with low land coverage but a high concentration 
of families per acre; (6) there are insufficient families in the inner city 
with sufficient income to pay the rent necessary to justify a limited return 
on the high cost of land acquisition and the cost of new and modern structures 
(see rent graph), which will permit only a small part of the inner city to be 
rebuilt; (7) it will be necessary to finance such projects with low govern- 
ment financing and to secure tax exemption in order to better compete with the 
outlying sections. 


It is not believed that it will be legally possible to penalize the out- 
lying sections in order to lower their desirability. However, it is our opin- 
ion that decentralization cannot be halted but will continue in the post-war 
period, perhaps at a more rapid pace than it has in the past. Unfair advan- 


55 











tage given new housing developments in the inner city through government fi- 
nancing and tax exemptions will make such housing developments semi-public or 
institutional in nature. Such socialization of residential properties will 
tend to deepen blight and lower values in other parts of the inner city which 
must compete without subsidy. Socialization and free enterprise cannot exist 
together without economic chaos. 


The foregoing brief discussion does not mean that we favor obsolete hous- 
ing unsuited for habitation. The police power of state and city should have 
legal authority to require minimum habitation standards which should be rigid- 
ly enforced. Non-compliance should cause prompt demolition by the city as ef- 
fective as the destruction of unwholesome food. Likewise, we favor legal min- 
imum standards of maintenance and repair. It should be illegal for any owner 
to allow his property to so deteriorate that it would lower the values of sur- 
rounding properties. Non-compliance should cause the city to have the neces- 
sary maintenance done and to assess the cost as a benefit tax. New zoning 
laws should be wisely drawn,complete, and rigidly enforced when applied to un- 
developed land; when superimposed on established uses, their practical appli- 
cation should govern the extent to which zoning theory can be used. Noncon- 
forming uses which adversely affect neighborhood values should be made to con- 
form or be removed as quickly as possible instead of allowing them to continue 
their depreciating effect for many years in the future when their eventual re- 
moval may become unnecessary. 


A lot has been written recently about inequalities among men as if this 
condition had just developed, although it has existed since the beginning of 
mankind. Likewise, it is human nature that man seeks to better his economic 
status so that he can enjoy all of the comforts and conveniences he can afford 
and also to choose his associates and friends and place of abode in a neigh- 
borhood which is compatible racially, socially, culturally and economically. 
We recently read a release by the National Resources Planning Board which rec- 
ommended that our neighborhoods be rebuilt to require a co-mingling of all 
groups regardless of race, nationality and economic status. Our appraisal ex- 
perience and study of real estate trends would indicate that in neighborhood 
projects so planned, economic failure would be certain. In practically all 
American cities, the Negro has been fairly well segregated, with benefit to 
both the Negro and the white races. 


It is well recognized by the appraiser that like use creates the great- 
est real estate values in both business or residential properties. Retail 
outlets of similar type and price class naturally gravitate together and the 
highest residential values are attained when compatible racial and economic 
groups are present. Those trends which cause a co-mingling or mixture of 
adverse influences are a basic cause of loss of real estate values and blight. 


73. HE 


A.B. Kissack, M.A.I. 
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A MANSION PASSES 


The importance of accrued depreciation in the ap- 

CAUSAL INFLUENCES praisal of real properties cannot be over-stressed 

In Bulletin 2 an attempt was made to classify 

those elements of depreciation which permanently impair the full usefulness of 
properties and thereby cause a permanent loss in value. The inadequacy of 
that brief outline is realized and no attempt was then made to indicate how 
the appraiser could determine just what adverse influences impair a particular 


property or how to measure the extent of the impairment caused by each influ- 
ence. 


It is evident that depreciation bears no fixed relation to the age of the 
property. So many items which cause depreciation bear no relation whatever to 
age, such as inaccessibility, incompatible environment, inadequate land use, 
non-use construction, undesirable design, etc., which may occur in new and 
modern properties. We have found it quite helpful as a matter of routine to 
consider each property appraised in its relation to each of the following 
causes of depreciation which are most commonly encountered in all types of 
properties. 


Deterioration - normal wear and tear and structural faults. 
Obsolescence - in style, design, functional. 

Non-use construction. 

Undesirable layout. 

Inadequate land use. 

Incompatible environment. 

Inaccessibility. 

Restrictions of use by deed, zoning or lease. 


ON NADU FWD FE 


Every property appraised should be studied and tested for each of these 
causes of depreciation. It may be quite helpful in considering a single cause 
to assume for the moment that the property was not affected by any other in- 
fluences causing depreciation. In some cases, estimates of loss in value can 
be made with reasonable accuracy. At best, ascribing the causes of deprecia- 
tion and weighing the extent of each depends upon the knowledge and experience 
of the appraiser and the care he exercises in his analysis and studies. 


In 1942 we were consulted about a mansion-type residence which had been 
built in 1902 in an exclusive and restricted section of St. Louis. This sub- 
division was restricted to development exclusively for single-family dwellings 
on lots having not less than 100 foot frontage. These restrictions could not 
be changed unless consent was given by all of the property owners in the sub- 
division. Forty years ago this subdivision and the street to the south were 
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quite exclusive and dwellings were 
built at costs ranging from $75,000 
to $150,000, by the extremely 
wealthy families of St. Louis. It 
was then, as it is today, human na- 
ture for men of wealth to build pal- 
=) aces and mansions in which to live 
2 ona scale of grandeur and luxury 
FF and with which to tickle their vani- 
| ty and to display their own self- 
| importance. Most of the properties 
s were of three stories and contained 
many rooms, generally with a ball- 
room on the third floor. These 
large dwellings were built on com- 
paratively small lots with a forty 


PHOTOGRAPH iSs3i) foot building line. 





The property under considera- 
tion had a lot frontage of 190'-0" 














ee and a depth of 195'-0". The resi- 
SRE \CONCRETE WALL dence proper was of two and three 

2 © NO BASEMENT stories with basement under. the 
54-0" three story portion and contained 
sixteen rooms and six baths. At the 

OOPRON rear, a garage converted from the 
original stable was two stories in 





height with three rooms’ and bath on 




















30-0" the second floor (see photograph and 

8 BRICK & STONE sketch to the left). From the pho- 

¢ tograph, the palatial nature of this 
iFoyie-o Y-e SOO residence is indicated. The outer 
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walls of both the residence proper 
and the garage are faced with cut 
= thd limestone; on the residence, the 
highly ornamental and sculptural 
ak IO; work, including marble columns, is 
of high quality and costly. The 
lial aaa: roof is constructed of glazed shale 
tile; downspouts are of cast iron 
| within the outer walls. Interior 
a. construction follows the same exte- 
rior grandeur; carved marble mantels 

and moulded plaster walls were es- 

PLoT LAYOUT pecially attractive; matched panels 

of burl-walnut covered the walls of 

three first floor rooms. An elaborate staircase from first to second floors 
was of carved quarter-sawed oak. Marble and tile floors and walls in bath 
rooms and floors of first floor and master bedrooms were of parquet oak. In 


fact, the entire improvements were built of the best in materials and workman- 
ship. 


STONE ° 
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We could secure no data on the cost of construction in 1902; our estimate 
of MAXIMUM VALUE in July 1942 was as follows: 
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Value of Land - 190' @ $30.00 





$ 5,700.00 
Improvements 
Walks and Drives $ 455.00 
Residence, 207,500 cu. ft. @ 75¢ 155,300.00 
Porches, porte-cochere, etc. 11,270.00 
Garage, 35,100 cu. ft. @ 32¢ 11,250.00 
Architect's fees, int. & taxes 
during construction 15,500.00 
Reproduction Cost of Improvements 193,775.00 





MAXIMUM VALUE - July 1942 $199,475.00 


On that date, our investigation revealed that the property under consid- 
eration was foreclosed by the present owner in 1931 and that in 1933 it was 
vacated by the tenant and had remained vacant since that time. In 1931 the 
property was in a splendid state of repair and deterioration had been slight. 
During the nine years it was vacant, the property was neglected. The steam 
heating system was improperly drained and freezing had caused considerable 
damage; one of the downspouts became clogged and freezing weather caused some 
wall damage; termites had entered the building and caused further damage; be- 
sides, exterior repair and painting and interior decoration had been neg- 
lected. It was estimated that to make the necessary repairs to restore the 
property to its 1931 condition would cost about $15,000. 


During 1942 the owner had received bids for its 
100% DEPRECIATION demolition which ran between $2,000 and $2,500, 
the contractor to retain all materials salvaged. 
When the owner received an offer to purchase the entire property (land and im- 
provements) at a price below $4,000, our advice to him was to accept it, which 
merely confirmed the owner's conclusion. The property is now in the process 
of demolition. This conclusion is self-evident when it is realized that the 
estimated cost of rehabilitating the property is greater than the sale prices 
of eleven similar properties in this subdivision from 1935 to 1940, all of 
which were below $10,000 and six of which were below $7,500, with one as low 
as $2,500. All of the properties sold during this period were in fair or good 
condition and in much better shape than the property under consideration. 
When the owner inquired as to the causes of the 100% depreciation suffered by 
this property, it was found exceptionally difficult to separate the several 
causes which produced the combined result and to measure the part played by 
each depreciating influence. 


In arriving at an opinion, the following analysis and approximation was 
made of the portion applicable to each cause. We eliminated from considera- 
tion causes (5), inadequate land use, and (7), inaccessibility, because in our 
opinion the improvements did not lose value from these causes. 


(1) Deterioration - This property was so substantially and well con- 
structed that it is estimated that an annual expenditure of $1,750 for main- 
tenance and repair which included replacements would maintain the property in 
excellent condition. In 1931 the property was reported in a splendid condi- 
tion and in comparison with new construction at that time it is believed that 
deterioration would not be more than 10% or $19,000. Deterioration has been 
determined as follows: 


Normal Wear and Tear in 1931 $19,000 
Excessive Wear and Tear 1932 to 1942 15,000 
Total Deterioration $34,000 or 17.5% 
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(2) Obsolescence - We have considered only the loss in value due to the 
out-of-dateness in design, construction and equipment, both economic and func- 
tional, which are classed as obsolescence. The inadequate lot size as a set- 
ting for this dwelling; third floor space; eleven foot ceiling heights; obso- 
lete fixtures in bathrooms and obsolete heating, plumbing and electric systems 
have been estimated as an obsolescence loss of $64,775 or 33.4%. 


(3) Non-Use Construction - By far the greatest depreciation influence is 
the excessive construction cost in quality and size over and above that nec- 
essary for comfortable and gracious living. This non-use cost represented 
value to the particular owner who built the property (see Bulletin 7). New 
and modern properties built on a similar scale as the property under consider- 
ation suffer from like losses in value. In 1931 the annual cost of ownership, 
exclusive of a return on the investment and those excessive expenses of house- 
hold, servants, etc., amounted to about $4,800, made up of property and sub- 
division taxes, $1,500; insurance, $250; maintenance and repair, $1,750; heat- 
ing expense, $1,300. This high cost of ownership effectively prevents stan- 
dards of living of residents in this subdivision from dropping to low levels 
as only those families with large incomes could afford to live in this sub- 


division. We have estimated the loss in value from this cause at $95,000 or 
49.1%. 


(4) Undesirable Layout; and (6) Incompatible Environment - For the above 
reason, no deduction has been made for incompatible environment, although the 
standards of living of families in this subdivision are now greatly below the 
standards of the original owners. While the site size is now considered an 
improper setting for a residence of this size and quality located in Metropol- 
itan St. Louis, the small loss in value from this cause is included in obso- 
lescence. 


(8) Restrictions - There is no loss in value due to restrictions by zon- 
ing and deed to single family use. The only other use’ to which these resi- 
dences could be put is for rooming house purposes. Again, the high cost of 
ownership would preclude renting the properties in this subdivision to rooming 
house operators, if the present restrictions could be removed. A summary of 
loss in value (depreciation) is as follows: 


Deterioration 17 .5% $ 34,000 
Obsolescence 33 4G 64,775 
Unsalable Whims 49.1% 95,000 

Total 100.0% $193,775 


Deducting this loss in value (depreciation) from MAXIMUM VALUE gives the 
VALUE of the property entirely in the land, or $5,700. Deducting from this 
the cost of demolition of, say, $2,000 leaves $3,700, which approximates the 
price for which the property was sold.* Quite recently the City of St. Louis 
was offered a similar residence, perhaps on a somewhat grander’ scale, to be 
used as the Mayor's residence. The City wisely refused the gift. 


a 73.4E 


A.B. Kissack, M.A.I. 
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AN APPRAISAL OF 
THE EFFECTS OF GOVERNMENT SUBSIDY 


T is apparent that post-war planning is now under consideration in many of 
|= metropolitan cities. Master plans have been drawn in some cities and 

new zoning laws are being formulated. In some cases, state laws have been 
passed authorizing the formation of urban redevelopment corporations and 
granting them the right, of eminent domain to condemn real estate for rebuild- 
ing neighborhoods on new and modern lines. The purpose of such planning is, 
naturally, worthy. To remove the obsolescence of horse and buggy days and to 
provide new and modern residential and industrial properties to replace old 
structures which are considered obsolete and unsuited for habitation or for 
profitable production are objectives with which no one could disagree. 


There can be no question that the process of decay with depreciating val- 
ues is a reality and generally present in all metropolitan cities. The dete- 
rioration and obsolescence which accrue with time and use are natural proc- 
esses and vary in degree within all of the older sections of our cities. In 
some sections, blight is slightly advanced; in others blight has deepened to 
such an extent that a considerable part of the values of properties has been 
lost. In the extremely old sections, excessive obsolescence exists and prop- 
erties have lost most of their values. The process of deepening blight is 


continuous with. time and progress, although depressions tend to hasten blight 
and booms tend to retard it. 


The decline in real estate values as deterioration and obsolescence ac- 
crue has long been recognized by informed persons. That real estate has a 
limited useful life and that investments should be written off by annual de- 
ductions for depreciation is common business practice. In spite of this 
knowledge, in the majority of appraisals made today capitalizing real estate 
net income as a perpetuity is common and in the recent past, mortgagees failed 
to amortize loans under the mistaken belief that land values would appreciate 
faster than buildings would depreciate. They were misled by the assumption 
that population growth would provide a higher or more concentrated use of the 
land by the time the original improvements became inadequate. 


As stressed in a previous bulletin, the values of residential properties 
depend not upon the cost to construct them but upon the ability of tenants to 
pay rent. The economic status of families renting dwellings in any city will 
be the controlling factor in establishing the rents and values of its residen- 
tial properties. The wide variation in family income is quite fortunate for 
residential properties because as properties decline in desirability from ac- 
crued depreciation, there are families of lower income available to occupy 
them at the lower rent. It was also stressed that there is only a very small 
percentage of families in any metropolitan city which are able to pay suffi- 
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cient rent to provide a proper return on the cost of new residential construc- 
tion. 


Urban redevelopment has been approached from the standpoint of preserving 
the inner city from further decline and attempting to recentralize population 
in the inner city, or purely from the social angle that the government owes 
better housing to urban dwellers, especially to the soldiers when they return 
from overseas. We have been unable to find any approach from the standpoint 
of the financial soundness of such redevelopment or in regard to the price 
which owners of existing and competing properties must pay in the form of 
losses in property values from government competition or in the loss in those 
rights now surrounding the private ownership of real estate. 


From our analyses and studies, it is our conclusion that private industry 
by itself cannot undertake urban redevelopment on a profitable basis even if 
the right of eminent domain is granted to assemble the land for that purpose. 
If this conclusion is correct, then development corporations must’ seek some 
form of subsidy from the municipal, State or Federal Government besides the 
protection by law from competition by owners of land in the outlying sections. 


It is indicated that urban redevelopment of the inner city, with few ex- 
ceptions, must provide more dwelling units per acre than the dwelling units it 
displaces. It is also self-evident that the rents of the new dwelling units 
must be greatly in excess of the rents that the displaced tenants paid in the 
old and obsolete properties. Finding suitable quarters for the displaced ten- 
ants at rents they can afford to pay presents one of the greatest problems 
which is usually forgotten in all city planning. Moving them to a better dis- 
trict than the one from which they were displaced does not increase their a- 
bility to pay rent but would tend to lower values and deepen the blight in the 
better districts. At the same time tenants with insufficient income are dis- 
placed, prospective tenants for the new units must be drawn from other sec- 
tions of the inner city, from the outlying sections or from in-migrants to the 
city. It has been suggested that displaced tenants will be housed in other 
highly subsidized housing or in new public housing. 


The fact that more units must be built than the number displaced by the 
new construction will tend to create a surplus of dwelling units which will 
cause lower rents and values of all residential properties. Shifting tenants 
from one section of the city to another section will not change this created 
city surplus nor change the depressing effect which surpluses always create. 
The only justification for creating a surplus of dwelling units would be the 
certain expectation of city growth to absorb it. A majority of the metropoli- 
tan cities in America are reaching a mature growth. The rate of increase has 
been declining and expected future growth will be at a_ slow pace for most of 
them, Many cities whose spectacular growth during the past two years is due 
to war contracts gannot expect to retain all of their gains. Most of them will 
experience an exodus of a substantial part of this increase when the transi- 
tion period from a war to a peace economy arrives. Many such cities will find 
a surplus of dwelling units from this cause without further increasing this 
surplus by urban redevelopment. It is also reasonable to assume that, Congress 
will not be inclined to discourage home ownership and will continue the policy 
of favoring the home owner in his income taxes by allowing a deduction for 
property taxes and mortgage interest without including the rental value of the 
owned home in gross income. This is in effect a subsidy to home owners which 
allows the deduction of a part of property expense (taxes) and a part of the 
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cost of ownership (mortgage interest) and does not require the inclusion of 


the benefits (rental value) as part of gross income. This subsidy is not 
given the owner who rents his house to another or to the renter who rents his 
house from another. In England the estimated rental value as determined by 


the Assessor is included in gross income for income tax purposes. 


At this time it also appears that FHA insured mortgages on small new 
homes with low down payment and a long amortization period will be continued 
in the outlying section during the post-war period. This government policy is 
a decentralizing influence and will be in direct competition with redevelop- 
ment in the inner city. Since 1937 when this act was designed primarily to 
stimulate the construction industry, vacancies in older residential properties 


which were not favored by this financing, were not absorbed and rents and val- 
ues of older properties remained sluggish. 


In our opinion urban redevelopment of the inner city will not proceed at 
a rapid pace in the post-war period if the laws of supply and demand are op- 
erative. We cannot create a large surplus of residential properties in a free 
or in a managed economy without creating a real estate depression with lower 
rents and values which alone cannot stimulate demand. We feel that large- 
scale urban redevelopment for most metropolitan cities is wishful thinking. 
It may be that we are missing the boat and fail to realize the extent of so- 
cialization which this country will undergo after the war. It appears quite 
probable that Congress will appropriate billions for public works as cushion 
employment in the transition period and it is also possible in this emergency 
that funds will be designated for assisting urban redevelopment to remove the 
blight in the inner city of all urban centers. However, the trend is now 
turning away from a paternal government which can direct our lives and for- 


tunes and away from an attitude that it is a sin to be successful and make 
profits. 


There are forms of government subsidy and control which have proved of 
benefit to the general public. Shipping subsidies, land grants to pioneering 
railroads, Federal road aid, etc., and the supervision of public utilities and 
other monopolistic enterprises have long been a part of our established gov- 
ernmental policy. To assist projects for the benefit of all and to prevent 
exploitation from monopoly where there is no competition promotes the general 
welfare. Before the present administration, the government acted more as an 


umpire or the agency of the people to maintain equal opportunity and to pre- 
vent unfair competition. 


There is no monopoly in the ownership of real estate; in fact, its owner- 
ship is so broad that it covers a large part of the population. To subsidize 
any part of its construction through government financing, rent doles or tax 
exemptions, even for the worthy cause of urban redevelopment, immediately cre- 
ates unfair competition with privately owned unsubsidized properties and tends 
to lower the values of such properties. Private enterprise in any endeavor 
and government subsidy cannot compete on a fair basis. They are opposites in 
concept; the former is motivated entirely by profit and the latter by social 
welfare regardless of profit. In our opinion there can be no working arrange- 
ments or compromise between the two. 


If the housing in urban redevelopment must be subsidized as we feel sure 
it must be, then all competing properties should likewise be subsidized, or 
the competing properties will suffer further depreciation. Mortgagees with 
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loans in the inner city on properties which are unsubsidized will find their 
loans less secure or jeopardized. There will be many owners of properties in 
the inner city and also mortgagees holding loans on them who will favor rede- 
velopment because they feel that through condemnation they will be bailed out 
and their investments saved which otherwise appear in jeopardy. This is a 
natural feeling, based on immediate self-preservation. Likewise, some of the 
larger material dealers and construction labor will favor urban redevelopment 
as a means of increasing business and employment. All interests who will ben- 
efit from condemnation and construction will naturally be inclined to follow 
along with the city planners and public housers. A large number of tenant 
families who want to live in new and better housing for the same or less rent 
than they are paying in older and depreciated properties will swell the clamor 
and propaganda for urban redevelopment. The landlords who have relatively few 
votes will face a hostile attitude on the part of a social-minded government. 
This is apparent from rent control which unfairly holds rents at low levels in 
comparison with every other living cost and with family incomes. There are 
not enough votes for Congress to give real estate a square deal. 


We believe that the only attitude that private industry can take is to 
insist that urban redevelopment stand on its own feet without subsidization 
and give full cooperation for its successful completion on this basis. Other- 
wise, it should oppose it by every means at its command on the grounds that 
over the long period the socialization of residential real estate will cause 
the strangulation of private enterprise in that field. 


In principle, we are not in favor of public housing which is highly sub- 
sidized. The fact that tenants are selected from among those families in the 
lower income brackets is further objectionable. The only logical justifica- 
tion for public housing projects which are highly subsidized by municipal, 
State and Federal Governments is that they are eleemosynary institutions to 
house those families whose inefficiency from physical or mental deficiencies 
prevents them from providing for themselves. The least fortunate of these un- 
fortunate families should be provided for first and not those selectees who 
can qualify under government rules. If in concept public housing projects are 
an economic corrective, families residing in them should be under constant 
regulation and supervision with every assistance given them to increase their 
earning capabilities. It should be made a happy occasion when families can 
cease being wards of the government, can leave publtc housing and again become 
free American citizens. 


In an economy of private initiative and ownership and free competitive 
markets, the profitableness of real estate determines its desirability and 
value. Until. the people are willing to replace this economy with one in which 
social welfare or any other reason regardless of profit is the underlying mo- 
tive, the partial socialization of real estate should be opposed. We cannot 
have both economies at the same time without disaster to private enterprise. 
It is the function of the appraiser to weigh the effects of real estate trends 
but he should be more vitally concerned with the changes in our economy which 
may destroy real estate values as we know them. 


A. B. Kissack, M.¥.I. 
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COSTS AND RENTS OF MULTIPLE DWELLINGS 


Whenever a commodity is produced, a building is 

POPULATION CONCENTRATION built or any plan is carried out which is contrary 

to the exacting requirements of demand, economic 

disaster surely follows. Demand is dual in nature and each of its elements is 

entirely different from the other. The first element springs from the desires 

of man, many of them elemental, based on human nature, but many are broadened 

and multiplied through education; the second element of demand concerns the a- 

bility of man to gratify his desires, which in turn depends upon his earning 

capacity accompanied by employment and hard work. When either of these ele- 
ments is lacking effective demand does not exist. 


There are many basic desires of man involved in the housing field. The 
desires for shelter from inclement weather and a place with privacy and safety 
in which man can establish a home and rear his family ina location that is 
convenient to his place of employment and other social activities are a few of 
the elemental desires for residential properties. The log cabin gratified 
these desires for the pioneer and farmer in the early days. The idea of many 
dwellings in one building is purely an urban development. The multiple dwell- 
ing was a necessity in early days and was built to meet the requirements of 
demand, It was the logical type because it was economic to build with a mini- 
mum of land used and less cost of improvements per dwelling than any other 
type of residential property. 


We find that multiple dwellings were built in ancient and medieval cities 
where safety required the city to be enclosed in a defense wall. Population 
was concentrated within these walls and towers of one room to a floor were 
built to a height equivalent to a ten- to twelve-story walk-up tenement. The 
desire for safety outweighed the inconvenience of these congested living con- 
ditions and excessive heights. Likewise in early American cities their rapid 
growth before rapid transportation necessitated population to be concentrated 
in small areas because the desire to be close to factories, shops and other 
social activities outweighed the inconveniences of multi-story walk-up tene- 
ments. 


Naturally, high land values were created by a favorable location due to 
limited transportation facilities and necessitated concentration of popula- 
tion. In both the walled city and early American cities concentration with 
high land values was due to demand and not because greedy absentee landlords 
wanted to force families to live in crowded and inconvenient dwellings. Be- 
cause inadequate transportation centralized population, adequate and rapid 
transportation will continue to decentralize it. (See "As I See It" Bulletin 
dated December 1942. ) 
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The multiple dweiling, wherever its location and 
MULTIPLE DWELLINGS the demand warrant its construction, possesses 
several advantages over the single-family dwelling 
from the standpoint of the low amount of land used per family and the lower 
construction cost per dwelling unit. The single-family dwelling is the least 
efficient of all types of residential properties. The apartment, which became 
popular about the turn of the century in almost all metropolitan cities, is a 
multiple-dwelling type which includes its distinguishing feature of a common 
heating plant for heating all units, besides other services such as janitor 
service, hot and cold water and in some cases ice box and stove. It was only 
revolutionary in that former household expenses were furnished and included in 
the rent. 


Built originally in the better neighborhoods, the added services of a- 
partment properties complied with the demand from families in the higher in- 
come brackets. Containing five or more full rooms, it was found that more 
than a three-story walk-up type would be too inconvenient to maintain demand, 
although in the Bronx a substantial part of its apartments are six-story walk- 
ups, built forty years ago. It is believed that nowhere else in the United 
States would the three upper floors command rents sufficient to prevent an op- 
erating loss. 


The trend in apartment properties is to reduce the size of the apartments 
in order to reach those families in the middle class. Three- and four-room ef- 
ficiencies are the popular type and more suited to the demand of the present 
average-sized family. The tendency is to include more and more services such 
as gas and electricity and furniture and furnishings and in the apartment ho- 
tel to include practically every item of household operations such as tele- 
phone, linens, dishes and silverware, maid service, etc. Apartment enterprise 
is becoming an important factor in modern apartments. 


The apartment gratifies the demand of a large part of the families in 
all metropolitan cities, although the percentage varies greatly among cities. 
It gratifies the desire for convenience and comforts for those persons who by 
reason of attitude and temperament are either unsuited or who are unable to 
afford home ownership and to the great number of families who, on account of 
age, employment or unstable residence, cannot use a single dwelling. 


The single-family dwelling is best adapted for owner occupancy; it is not 
considered a good rental property. On the other hand, apartment properties 
are purely rental properties where the sole consideration for their construc- 
tion are the investment possibilities. Less than six families in an apartment 
property tend to lower investment possibilities. It appears that apartment 
properties are the logical choice for neighborhood redevelopment of the 
blighted inner city of all metropolitan cities. Already a bill has been sub- 
mitted to Congress to permit cities to borrow long-term government funds at 
low interest rates with which to purchase blighted areas, which will then be 
leased or sold to private enterprise for neighborhood redevelopment according 
to plan and under the supervision of a Federal agency. This is one of the 
first steps in the subsidization of real estate for the post-war period. It 
is believed that others will be necessary to make such redevelopments economi- 
cally sound. (See Appraisal Bulletins 9 and 11, March and May 1943.) 


It has been our experience that the relationship of construction cost to 
land cost of a new, modern single-family dwelling averages about four to one. 
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A $6,000 bungalow will have a building cost of $4,800 anda land cost of 
$1,200. This appears to be a sound economic ratio between building and land. 
Of course, many single dwellings vary from this ratio; in the older sections 
of all cities where congestion was essential a much higher ratio is found, but 
in most cities such high ratios are a depreciating influence. The only place 
in America where this ratio is reversed (1 to 2.5) is in Manhattan, New York. 
This uneconomic condition is due to congestion and high land values. This ra- 
tio is indicated by the assessed values (1940) on all single dwellings in Man- 
hattan, which may not represent the true economic picture. This adverse ra- 
tio does not exist in the other boroughs of New York City. 


It is also our experience that the ratio of the cost of improvements to 
the cost of land in new apartment properties averages about 8 to l. This ra- 
tio represents a proper economic relation of improvements to land in most met- 
ropolitan cities. While the ratio of 8 to 1 varies somewhat with the number 
of units built, the construction quality, and the location, it does indicate 
that the cost of construction is the controlling factor in establishing rents 
in apartment properties and that land has only a minor influence. This is 
well illustrated in Metropolitan's Parkchester in the Bronx, New York City. 
This project represents a modern housing project, well located, well designed 
and well constructed, with every saving possible in mass production with mod- 
ern construction technique. It is not intended to imply that a like project 
on such a massive scale could be built elsewhere, unless a like demand for 
such apartments existed. The principles iamvolved are believed the same for 
all metropolitan cities. The following rough analysis is made from figures 
published by Metropolitan Life Insurance Company in their advertising matter. 


Cost of land ($31,000 per acre without 








municipal improvements) $ 4,000,000.00 

Cost of improvements (12,242 units) 46,000,000 .00 
Cost of project $50,000,000.00 

Cost of land per apartment unit $ 330.00 
Cost of improvements (average 34 rooms) 3,770.00 
Total cost per average unit $4,100.00 


The monthly rent of an average 33-room unit @ $13.00 is $45.50, including 
gas and electricity. This rent is broken down as follows: 


Assumed 5% return on cost of land (.05 x 330) $ 1.38 
Assumed 5% return on cost of improvements and an 

economic life of 40 years ($3,770 + 17.16 + 12) 18.30 
Assumed 5% reserve for vacancy (5% x $45.50) 2.27 
Assumed property expenses 23.55 


Total rent $45.50 


This project was built by private enterprise without subsidy of any kind. 
A return of 5% was assumed, which is below a proper capitalization rate for 
this type of property. In fact, it was admitted by the owner that rents were 
below the market, that no vacancy existed, that applicants exceeded by several 
times the apartments available, and that a higher rent could be secured. 


It is of especial interest that the part of the 

EFFECT OF COST ON RENT monthly rent representing a return on the land was 
$1.38, or about 3% of the total rent. This would 

indicate that if the land had been given the owner without cost and the owner 
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passed this saving to the tenant, the rent of the average apartment could have 
been reduced to $44.12. On the other hand, if the cost of land had been 
doubled, costing $62,000 per acre instead of $31,000, the rent of the average 
apartment would have to be increased to $46.88. If the rate of return were 
increased, or if the cost of construction were increased, or if fewer than the 
present ninety-five families per acre were housed, then rents would have to be 
increased accordingly. The minor influence of land cost on rents in apartment 
projects is usually not realized and is contrary to popular opinion. 


The return on cost of construction and its depreciation have a major in- 
fluence on rents which amounts to $18.30 per month or about 40% of the total 
monthly rent as shown in the foregoing analysis. It is self-evident that an 
increase in construction cost would increase apartment rents much more than a 
like increase in the cost of the land. In fact, a 10% increase in construction 
cost would cause a greater increase in rents than a 100% increase in cost of 
land acquisition ($1.83 against $1.38). 


This fact is very important in post-war planning if neighborhood redevel- 
opment takes the form of large multiple dwelling projects and especially if 
inflation occurs as is so frequently predicted. Inflation is reflected quick- 
ly in increased wages and material prices. This would directly affect not on- 
ly cost of construction but many items of property expenses, such as mainte- 
nance and repair and most other operating expenses. Inflation would have rel- 
atively small effect on the older properties, whose value must be included in 
cost of land acquisition. If in the post-war period inflation increased con- 
struction cost 30% above the cost when Parkchester was built, a not unreason- 
able assumption, it is estimated that rents in a like project would have to be 
increased $10.00 per month, provided the low rate of return of 5% on the in- 
vestment were continued. 


Because of the fact that the cost of land has only a minor influence on 
rents and that construction costs, depreciation and operating expenses deter- 
mine more than 95% of rents, it would appear that whether the apartment were 
built in the inner or outer city would make only a slight difference in the 
rent requirements to make the property economically sound. Location must be 
selected which in its relative position and environment will gratify the 
greatest demand from families able to pay the required rent. It is generally 
recognized that rapid transportation has greatly reduced the difference be- 
tween locations of residential properties from the standpoint of accessibility 
and that the controlling influences of location are freedom from annoying in- 
fluences and compatibility of environment of a social, racial and economic 
nature. 


All families already possess the desire to live in new and modern hous- 
ing, whether in apartments or single-family dwellings; however, only a small 
portion of them possess the ability to pay the required rent in the former or 
to assume the cost of ownership in the latter. Whatever the purpose of new 
residential construction, whether to remove obsolescence in the inner city or 
to develop land in the outlying sections, the type, class and extent of new 
construction must be governed not by desire but by the ability to gratify it. 


A. B. Kissack, M.¥W.I. 
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THE LABOR OF MANAGEMENT 


There are very few things found in nature which 
MANAGEMENT AND VALUE are available for man's use without the expendi- 
ture of labor. Of course, the so-called free 
goods such as air, sunshine, rain, etc., have no economic significance because 
of their unlimited abundance. Natural resources become wealth only as labor, 
intelligently directed, creates economic utility and monetary value. The 
pioneer by his labor in clearing, drainage, fencing, well digging, etc., cre- 
ated the wealth represented by the added farm value. This capital wealth cre- 
ated in the farm resulted basically from the labor which was expended upon it. 
As was customary in those days, the owner and his family did the work them- 
selves without paying wages and no account of the long hours of labor was 
kept. The value created was not necessarily in direct proportion to the labor 
expended on the land or its money equivalent but would depend upon the produc- 
tivity of the soil and the values of comparable properties at the time. 


Labor is defined as both the physical and mental exertion expended in any 
task In early days a large part of the labor required was physical effort, 
where the laborer was trained in the use of hand tools and only slight mental 
exertion was required of him; many trades required not only physical labor but 
special knowledge, experience,training and skill in the tasks he must perform. 
Since the machine has become an important aid in creating wealth, the demand 
for common or physical labor has greatly declined. In all modern production 
enterprises of farm and industrial endeavors, the machine with skilled opera- 
tors is replacing the need for physical labor of man and animal. The use of 
the machine in mass production and the assembly line have revolutionized pro- 
duction processes, permitting savings in man-hours which result in lower pric- 
es and higher standards of living. Distribution enterprises, with the excep- 
tion of some food establishments. have not been favored with the same savings 
as production. 


In all types of enterprise, management is the most essential factor in 
successful operation. Americans can be justly proud of the production records 
of private enterprise in our present war effort,which has surprised the world, 
especially our enemies. It is the "know how" of management which has been 
able to increase constantly the quantities of war materials and equipment pro- 
duced, at the same time lowering their costs, although during the emergency of 
war costs are not a controlling influence. 


Management, in its last analysis, is basically mental labor. It is the 
most important function in all private enterprise because private enterprise 
does not operate automatically. From the peanut vendor to the tndustriai gi- 
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ant, management must assume the responsibility for successful operations. The 
function of management is not only to direct and harmonize labor relations and 
conserve capital, but it must operate its enterprise successfully and profit- 
ably by balancing the divergent viewpoints of consumer markets, labor and cap- 
ital. It is human nature that the consumer wants the maximum value for the 
minimum price, that labor wants the maximum wages for the minimum hours of 
work and that capital wants the maximum return on the minimum capital invest- 
ed. It is said that there is always room at the top in all large business 
enterprises for those who possess’ the qualifications to assume the responsi- 
bility of successful management. Certainly, business experience and a spe- 
Ccialized knowledge of the commodity produced, its markets and competition and 
all phases of its production, are qualifications of management in all business 
enterprise, 


That the cost of management is a part of operation expense is generally 
understood, especially when management is employed and paid for by the owner. 
However, when enterprise is operated by the owner and no definite compensation 
is paid for management, there is considerable confusion in the minds of many 
concerning management costs and the necessity of including them as part of 
costs of operation before a return to capital can be estimated. This is well 
illustrated in farm operations where the owner's entire time is expended in 
production and management of the farm, although no compensation is allowed for 
this time and no accounts kept of it. It is a common error to deduct the ac- 


tual money spent in production from receipts to secure false net return from 
the farm. 


This same erroneous method is often followed in real estate, especially 
with investment properties, where the sole reason for their ownership is the 
income received. On several occasions we have examined the appraisal of small 
multi-unit dwelling properties, where no management cost was used because the 
owner occupied one of the units and managed the property himself. He made no 
charges for his services and his accounts showed no management expense. Ap- 
parently the appraiser assumed that because the owner lived on the premises he 
was handy and could spare the time to manage the property; therefore, manage- 
ment labor was donated. Of course, such an assumption is unsound and illogi- 
cal. If it is correct that management is an essential part in the operation of 
real estate, it would appear ridiculous to assume that the labor of management 
is free. It would follow upon the same reasoning that, if the owner cut the 
grass and did other janitorial work or took care of repairs and decorating, 


etc., doing such work in his spare time, the cost of these items could be 
saved and real estate net income and value increased. 


In a recent tax case before the Supreme Court of 

ACTUAL AND ESTIMATED Ohio involving an alleged over-assessment of an 
OPERATING COSTS eight-unit flat ,or tenement located in Cleveland, 

Ohio, the brief of the appellee claimed: "He (the 

appellant's appraiser) estimated and allowed five per cent of gross rent for 
management charges, although there was no testimony that the owner was deduct- 
ing such charges in her operating expenses." The management allowance amount- 
ed to about $130.00 in this case. This argument by the appellee did not ques- 
tion that the property was well managed but intimated that the way the owner 
kept her books determined whether or not management charges should be included 
in the property expenses in finding the net income applicable to the real es- 
tate. In effect, if the owner didnot make the deduction for management 
charges in her accounts, then they should be excluded and the net income in- 
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creased $130.00, which would be reflected in an increased VALUE of the proper- 
ty. Such reasoning is fantastic and indicates, to say the least, a lack of 
understanding of real estate net income on the part of the appellant's attor- 
ney and, perhaps, the Court which upheld his argument. 


Real estate net income before depreciation, interest and amortization, is 
that return which is estimated after all costs, expenses and charges necessary 
in the operation of the property are deducted from the effective gross rental 
income. This estimated net return applicable to the real estate is the basis 
for applying a capitalization process from which a capital sum of money is 
calculated which represents the economic or investment value of the property. 
In modern appraisal procedure, this capitalized sum is designated VALUE with- 
out qualifying prefixes. It is defined sometimes as the justified and war- 
ranted price which willing and informed buyers and sellers would establish in 
a fair market, using ordinary business prudence in negotiating the sale. 


In the foregoing Cleveland tax case, the opinion of the court said "when 
considering net income as a factor in establishing the true value of income 
producing property, operating expenses estimated by a witness need not be giv- 
en the same weight as actual expense." The criticism of the appellant's ap- 
praisal in the argument by the appellee was that a management charge of 5% was 
estimated, which has been previously discussed; a deduction of 5% for vacan- 
cies was estimated and maintenance and repair expenses were estimated without 


testimony showing these expenses actually incurred. While it is unfortunate 
that such an unqualified opinion should be made the law in Ohio, it is not en- 
tirely unreasonable. It should be common practice for the appraiser to use 


actual property expenses whenever they are available and when in the opinion 
of the appraiser the actual expenses represent the amount to properly operate 
the property and to conserve the investment. If possible, actual property ex- 
penses for several previous years should be secured to establish a normal or 
average expense. Whenever any item of expense is estimated at an amount dif- 


ferent from the actual money spent, the reason for the change should be ex- 
plained. 


It should be self-evident that many items of expense vary from year to 
year and that the actual money expended in any single year would not be the 
true expense. Many items of maintenance and repair are done, not uniformly 
each year but at periods varying from two to twenty years. For example, ex- 
terior painting is necessary every three to four years; interior decorating 
from two to five years, depending on the rental class of the property; many 
roofs need replacing every ten years and other items of building and equip- 
ment are repaired or maintained only occasionally. We have appraised proper- 
ties where the actual expenses were merely a nominal amount in a certain year 
while in another year excessive maintenance costs were experienced. 


Likewise, heating costs vary from year to year depending on the weather. 
Some mild years with subnormal degree days require a subnormal amount of fuel; 
in other years, severe weather with above normal degree days requires an ex- 
cessive amount of fuel. Surely the law of Ohio does not require more weight 
be given the actual expense under these circumstances than it would to an in- 
telligent estimate of normal annual expenses for these items by any qualified 
person. 


The same reasoning applies to a deduction from gross rental income for 
vacancies. It is general knowledge that multi-unit properties are rarely fa- 
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vored with constant 100% occupancy throughout their economic life, but that 
losses in gross rents occur from unused space, losses in collections, etc., 
which vary from year to year with changing economic conditions. The appraiser 
must estimate the normal expected loss from these causes. 


It has been stressed that management is an essen- 


APPRAISAL OF tial part of all enterprise operations and that, 
MANAGEMENT COST therefore, without management enterprise would 
fail and economic chaos result. Management is an 


essential part in creating the VALUE of real estate. Generally more competent 
management is found in the larger and newer properties than in the smaller and 
older properties. It is the function of management to secure the maximum ef- 
fective gross income over a long period which is commensurate with the proper- 
ty itself, its location and environment, and to operate the property at the 
minimum expenses commensurate with its type, age and rental class, thereby 
creating the maximum net income and VALUE possible, while conserving the in- 
vestment committed to its charge. The proper selection of tenancy and main- 
tenance of property and services preserve property reputation. Undesirable 
and incompatible tenancy is usually the beginning of declining reputation and 
values. 


Good, average and poor management will be reflected in the value ap- 
praised. The appraiser must call his shots as he sees them. The appraisal 
report should include whether management is considered competent and adequate, 
the type of tenancy and property reputation, the condition of the property, 
the necessary repairs to restore the property and prevent further rapid dete- 
rioration. Above all, the appraiser's estimates must be based upon his expe- 
rience with many properties and upon sound economic principles. 


The appraiser must avoid the pitfall of assuming that essential and con- 
structive labor of management or any other property operation can be done 
without cost because the owner does the work himself and does not pay himself 
compensation. This is unsound appraisal practice and would be on a parity 
with an estimate of the replacement cost of a house, built by an owner and his 
family without paying wages, at only a fraction of the replacement cost of an 
identical house built by a contractor. When essential and constructive labor 
is performed on any task, value is created regardless of whether compensation 
for such labor is paid or accurate accounts of the work done are kept. The 
cost of such labor is measured by the costs usual and customary for similar 
work in the place where the work is done. 


A. B. Kissack, M.¥.I. 
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PROPERTY EXPENSES 


It has been stressed in former bulletins that re- 
ONE VALUE gardiess of the approach, the appraiser can arrive 
at only one monetary sum which represents his con- 
clusion as to the VALUE of a particular property. When the appraiser uses the 
three accepted methods - cost, income and comparison - he should arrive at a 
single value which represents the economic significance of the property. 
There exists an apparent misunderstanding or confusion concerning this princi- 
ple of appraising among most owners and prospective purchasers, among many 
attorneys and Courts and among some appraisers. The confusion is well illus- 
trated by the testimony of an appraiser ina midwestern city who, in apprais- 
ing a small income property, found a "physical value" of $18,500 (reproduction 
cost less depreciation), an "economic value" of $10,500 (capitalized income), 
and a “market value" of $15,000 (comparison). We have no doubt that the con- 
fusion in the mind of the witness was created in the mind of the Court. 


In all investment properties whose sole cause for ownership is the income 
which can be received, use is directly measurable in dollar income and the net 
income which can be reasonably expected from the property during its remaining 
useful life is the key to its VALUE. Net income expressed in dollars is the 
common denominator of all income producing properties and when properly ap- 
praised, the property appraised can be reduced to an annual sum to be received 
for a specified number of years. It is evident that the proper determination 
of the effective net income is one of the most important operations in the ap- 
praisal of income properties. 


In Bulletins #4 and #5 the income approach has been discussed in some 
detail. It is apparent that the actual net income derived from a property at 
any particular time provides only a basis from which the expected net income 
can be estimated. This is evident from the fact that actual gross income may 
vary above or below the effective gross income which can be reasonably ex- 
pected from the property during its remaining useful life. Likewise, actual 
property expenses may vary above or below the estimated average expenses of a 
matured property. It has been our experience that it is necessary to estimate 
the effective gross income and the average property expenses in finding prop- 
erty net income for almost all investment properties, although the actual in- 
come and expense when available should be used whenever proper to do so. 


In appraising by the income approach, there should be some uniformity 
among qualified appraisers in estimating the net income which can reasonably 
be expected from the property to be appraised. Only by such means can the 
wide variations in the opinions of VALUE among competent appraisers be nar- 
rowed within reasonable limits. Certainly one of the factors in estimating 
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net income is property expenses and any discussion is pertinent at this time 
which attempts to distinguish between property expenses and expenses of owner- 
ship. 


It is generally accepted that the appraised VALUE 

SPECIAL OWNERSHIP, FI- of real estate would not vary because of the type 
NANCING AND DEPRECIATION of ownership or whether or not’ the owner places a 
mortgage on the property. Any theory to the con- 

trary is untenable. It naturally follows that the appraiser should assume 
that the property to be appraised is in individual ownership and is free and 
clear of all encumbrances, regardless of the type of ownership or the amount 


of mortgage loans. With these assumptions, those costs of special ownership 
and of financing and servicing mortgage loans are excluded from property ex- 
penses and are considered expenses of ownership. Ownerships by corporations, 


by receivers, trustees, bondholder committees, etc., are special ownerships 
and the expenses peculiar to such ownerships should not be included in prop- 
erty expenses. The salaries of officers, directors' compensation, expenses of 
corporation records, special corporation taxes and fees such as franchise tax, 
registration fees, capital stock tax, etc., stockholders' records and dividend 
payments and all other salaries and all other expenses necessary to corporate 
ownership, are ownership and not property expenses, In like manner, the fees 
of receivers, trustees and attorneys in connection with such special owner- 
ship, including court costs and the expense involved in litigation over ti- 
tles,foreclosures and other matters of an ownership nature, are not considered 
property expenses. 


The assumption that the property is clear and free of all encumbrances 
follows accepted practice, and all expenses and costs incidental to financing 
the interest on and the amortization of mortgage loans and all other expenses 
necessary in servicing the loan are ownership expenses. It has been the gen- 
eral practice of appraisers to determine the net income of a property before 
interest, amortization and depreciation. Like interest and amortization costs 
of mortgage loans, depreciation is not a property expense but represents the 
annual return of capital to the owner which is included in the net income the 
owner receives from the property. All sound appraisal procedure is based upon 
the return of the present VALUE of the property (generally the improvements) 
in the estimated useful life of the property. It is the function of ownership 
to set aside that part of the net income received from the property as a re- 
turn of capital. The cost to the owner of handling the depreciation reserve, 
its reinvestment, etc., is one of the factors in fixing the capitalization 
rates of real estate income. However, in specifying a definite remaining use- 
ful life during which the appraised net income will be received, depreciation 
is provided in the determination of the VALUE of the property. While the 
average owner seldom forgets to deduct depreciation in figuring income taxes, 
it is unfortunate that he usually fails to accumulate a depreciation reserve 
which represents the return of capital. 


Property expenses should include all costs and ex- 

PROPERTY EXPENSES penses (1) to manage, operate and service’ the 
property; (2) to maintain, repair and replace 

those parts of the property which have deteriorated from time and use; (3) to 
pay all fees and taxes which are assessed against the property and payrolls 
for the support of government; and (4) to pay the premiums for insuring 


against losses of the physical property by fire, storm, public commotion, 
bombing, etc. 
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In Bulletin #13 special emphasis was placed on the fact that management 
was essential in the operation of investment properties and that a charge for 
management must be included in property expenses even though the owner donates 
his time in the management of the property and makes no charge. Management 
charges should include the costs of securing tenants and,when necessary, of 
evicting tenants, leasing commissions, necessary management payroll, bookkeep- 
ing and accounting costs, telephone, local manager and rental value of man- 
ager's quarters when provided, management agencies' fees and all other costs 
and expenses incurred in the actual management of the property. No costs of 
special ownership previously referred to are considered management costs. 


While of minor importance, association dues and convention costs, dona- 
tions, etc., are not considered property expenses. The usual and customary 
fee charged for similar types of property in the city in which the property is 
located should be used by the appraiser in estimating management when actual 
management costs appear out of line. The average management cost of more than 
450 office buildings in the United States is about 13.6¢ per square foot of 
rentable area or about 9.6% of gross office rent. For apartment properties 
the agency management charge is about 5% of gross rent plus the expense cost 
of building manager and manager's quarters, etc. 


We have covered in previous bulletins the interval nature of many main- 
tenance and repair items and the necessity of estimating the average mainte- 
nance and repair costs to the general building and grounds, tenants' space and 
mechanical equipment. Practically all maintenance and repair expenses which 
are considered property expenses are those costs and expenses necessary to re- 
move deterioration and restore suitable habitation. Generally those costs to 
remove obsolescence are capital expenditures and not a part of property ex- 
penses. Costs of additions, of general remodeling, of installing new equip- 
ment, etc., with the expectation of increasing rents or lowering expenses 
through modernization are capital expenditures and are not deductions in find- 
ing net income. The cost of original division of office space is a capital 
expenditure. Subsequent alterations for tenants' needs are generally consid- 
ered property expenses under conditions existing for the past twelve years, 
although in the twenties the tenant paid the cost of alterations made to meet 
his own needs; however, in periods of large surplus office space, the owner 
must stand the expense of alterations which the tenant should justifiably pay. 


Property taxes, street cleaning taxes when separately made and social 
security and unemployment taxes on property are the primary fixed expenses of 
a property. Benefit taxes assessed against properties for public improvements 


made are not a part of property expense but are considered capital expendi- 
tures. 


There is greater confusion concerning insurance premiums as a part of 
property expenses than any other item. Insurance is for the purpose of pro- 
tecting the owner from losses which may occur in the future as the result of 
acts of God, robbery, or from liability for damages to employees and the pub- 
lic. 


Primarily it is for the protection of the capital of the owner and should 
be classed as expense of ownership and not the property. Cost of insurance is 
not a deductible expense in figuring taxable income and, logically, insurance 
premiums should not be included in property expenses for appraisal purposes. 
It has been our practice to include insurance costs for fire, tornado and pub- 
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lic commotion because it is a general custom for owners to carry this type of 
insurance on practically all types of properties and capitalization rates are 
adjusted to the inclusion of this type of insurance cost in property expenses. 
However, we do not include boiler insurance, payroll insurance, employee and 
public liability insurance, etc., even when such insurance is in force on the 
property appraised. The cost of such types of insurance is considered expense 
of ownership. If it should be found that for certain types of properties it 
is customary in certain cities for owners to carry such types of insurance, it 
is our opinion that the cost should be included in property expense even if 
such insurance were not carried on the property appraised. 


It is important for purposes of reaching an opinion of VALUE for any type 
of real property for the appraiser to follow not only a uniform classification 
of property expenses but to use a uniform method in estimating each item of 
property expense. The same items of expense should be used for all types of 
properties. The intelligent distinction between purely property expenses and 
the expenses and costs of ownership is necessary in appraising by the income 
approach. In our opinion there will never be any mechanical process for ap- 
praising real estate values because in the last analysis, the opinion of the 
appraiser will govern; however, definitives, methods, limits and checks pro- 
vided by modern appraisal practice can act as a guide in forming harmonious 
opinions among appraisers who follow sound appraisal procedure. 


A. B. Kissack, M.¥.I. 
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APARTMENT CAPITALIZATION RATES 


It has been stressed in previous bulletins that 

NET INCOME AND extreme care must be exercised by the appraiser in 

REMAINING USEFUL LIFE finding the expected net income fora definite 

number of years in the application of the income 

approach to VALUE. The transition of an investment property to an annuity and 

a period of time represents the dollar measure of its present and future use- 

fulness. It is important to realize just what this important step in the in- 
come approach embraces before the capitalization process is completed. 


In our opinion the appraiser in finding expected net income and remaining 
useful life should include and weigh every factor of a physical, functional, 
social and economic nature which affects the present and the probable future 
usefulness of the property to be appraised. 


There is not a general agreement with this opinion among persons directly 
or indirectly concerned in real estate appraising. We are informed that the 
appraisal policy of a large insurance company in the East uses a higher capi- 
talization rate on older properties than it does on newer properties of the 
same type. Another adjusts capitalization rates for adverse environment and 
still another appraiser states that such items as modern kitchens, modern 
plumbing, air conditioning and insulation are factors in establishing capital- 
ization rates. If these contentions are correct, each individual property 
would require its own particular rate and there would be little chance in 
stabilizing capitalization rates for properties of like type located in the 
same investment market. With this we do not agree and we believe that all 
such items as age, environment, equipment, etc., are factors affecting use and 


are measured in rents, expenses, occupancy or remaining useful life estimated 
by the appraiser. 


The elements governing capitalization rates do not 

ELEMENTS OF concern the use of the property but refer to the 

CAPITALIZATION RATES investment which is represented by the expected 

net income and the period in which this income 

could be reasonably expected. In Bulletin #5 these elements are briefly out- 

lined as (1) pure interest; (2) element of risk; (3) extent of liquidity; (4) 
supervision of investment. 


The element of risk is present in varying degrees in all types of invest- 
ments except those investments whose return is solely pure interest. The risk 
connected with all types of investments concerns all influences which may ad- 
versely affect the income stream or jeopardize the investment. While property 
expenses include the cost of insurance for protection against losses to the 
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physical property by the elements or from damages resulting from the operation 
or ownership of the property, those risks not customarily covered by insurance 
or inadequate coverage must be carried by the owner and will be reflected in 
the capitalization rate. These uncovered risks are generally slight with most 
types of properties, although foundation weakness or unexpected sub-soil 
faults are a real risk in some localities. 


The unforeseen shifts in business activities or unexpected social and 
racial trends are risks which must be carried by the owner. Likewise, real 
estate on account of its immovable fixed supply and its slowness to react to 
changing demand is subject to economic changes of intense severity. All such 
risks of possible adverse changes of an economic, social and racial nature pe- 
culiar to real properties must be carried by the owner and are reflected in 
the capitalization rate. 


Perhaps real estate taxes are the most important problem affecting real 
estate investments. The very physical nature of real estate lends itself as 
the medium for carrying almost the entire cost of State, county and municipal 
governments. The necessity for a stable tax income requires’ the adoption of 
fictitious values for assessments and distributing the tax load on real es- 
tate. Such assessed values as "full" value or "true" value bear little rela- 
tion to the economic value and in a great many instances real estate taxes be- 
come a capital tax or a penalty upon ownership. It is the theory that the 
owner can pass the taxes to the tenant through rent; however, in reality the 
owner cannot include all the taxes as part of the rent, especially in periods 
of surplus when depressed rents and vacancies without corresponding reduction 
of taxes require a larger and larger percentage of net income for taxes. Some 
properties have been taxed for nearly a hundred percent of net income before 
taxes and destroyed the investment in time of distress. 


Many properties have been assessed for benefits for municipal improve- 
ments which did not enhance their VALUE. There is now a potential threat a- 
gainst properties in many cities which may have to compete unfairly with 
subsidized properties built for city redevelopment. Today ceiling prices have 
been placed upon rents of residential property at an unfair level in compari- 
son with other living costs merely because rents are comparatively easy to 
control and owners have too few votes. It is noticed that such factors as age 
of the property, quality of environment, the design or layout of the property, 
amenities, etc., are not considered as risks to be included in capitalization 


rates but in our opinion are provided for in expected net income and remaining 
useful life. 


Real estate must be sold in its entirety and part of the investment can- 
not be liquidated. The market is local for almost all types of properties. 
Each property being individual, each has its own desirability. Sales must be 
negotiated between buyer and seller and the cost of sale is high in comparison 
with other types of investment ranging from five to fifty per of the equity, 
depending upon the financing. The extent to which properties can be financed 
in the mortgage market is a vital factor in creating a market and establishing 
liquidity. Generally, luxury residences and apartments and specialties have 


low liquidity; the small single-family dwelling has the best liquidity. Large 
estates have extremely low liquidity. 


When every cost of property management is included in property expenses, 
only the supervision of the investment is an element of capitalization rates. 
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The reinvestment of the annual return of capital which is included as part of 
property net income, checking accounts and such inspection to determine the 
condition of the property and the efficiency of management, etc., require su- 


pervision which is reflected in capitalization rates with all types 


of real 
properties. 


The appraiser does not fix the capitalization rate, 
mate the rate by combining his estimates of the elements composing the rate. 


Investors and owners establish capitalization rates in the market and the ap- 


praiser must look to the actual sales of comparable properties and estimate 
the rate of capitalization to be applied from such sales. 


neither can he esti- 


As with any comparison method, the properties used for comparison must be 
selected with extreme care and the factors concerning each property and the 
conditions surrounding the sale of each must be studied and analyzed before it 
is used for purposes of comparison. A few of the most important points to be 
considered are as follows: (1) Market conditions must exist indicated by a 
sufficient number of sales of the type of property to be appraised. (2) The 
sales should be voluntarily made by both buyer and seller in the open market. 
(3) The sales should be made on an equivalent of cash basis. If financed with 
a first mortgage loan, such loan should be at such a loan-value ratio and rate 
of interest as to be marketable at full value. (4) The property should be in 


good condition for its age and the income and expense should reflect market 
conditions and competent management. 


It is found that by adopting the procedure and using the rates indicated 
in the following capitalization process, values would be obtained very closely 
approximating the market transactions in the St. Louis’ territory. The rates 
given are for unfurnished apartments and are applicable regardless of the age 
of the property and the remaining useful life. Net income is capitalized be- 
fore depreciation and the improvements are made residual to the land. 


The value of the land is determined from actual 


APARTMENT RATES sales of similar land and a fixed return of 6% to 
7% (we are now using 6%) is deducted from the net 
income from the property before depreciation. The residual net income appli- 


cable to the improvements is considered to include the return of the VALUE of 
the improvements in the estimated remaining useful life and to pay a rate of 


return of 8%. The present worth of a cumulative annuity table (Inwood) is ap- 
plicable for this process. 


In the October 1942 issue of the Appraisal Journal, Robert L. Free, 
M.A.I., states that this procedure is followed and by using rates of 6% on the 
land and 8% on the improvements he closely approximates actual sales of apart- 
ment properties in the Cleveland territory. In this same issue, John C, 
Tredwell, M.A.I., gives certain data applying to actual sales of a number of 
typical six-story non-fireproof elevator apartment buildings in New York City, 
stating: "That buyers who pay all cash,or sufficient cash so that the balance 
is readily financed in the First Mortgage Market, will pay about 5.7 times the 
gross rent (gross rent capitalized at 17% per cent) and will accept an overall 
capitalization rate before depreciation of 8.2 per cent; and that this is 
equivalent to a rate of 13.75 per cent before depreciation on their equity." 


Applying the foregoing procedure to the data given by Mr. Tredwell and 
making the assumption that the average apartment had a gross income of $50,000 
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(any sum would give the same result) anda ratio of value of improvements to 
land of 3.1, the following results are obtained: 


Lend: «25° 2 285,000  ~ccccnnnsocccnccsccns $ 71,250 
Improvements .75 x 285,000--------------- 213,750 
Market price 50,000 x 5.7---------------- 285 ,000 
Gross rent assumed --------------------- 50,000 
Vacancy allowance & expenses, estimated-- 26,630 
Net income 8.2% of 285,000 -------------- 23,370 
Net inc. applicable to land .06 x 71,250 4 275 
Net income applicable to improvements 19,095 
Value of land 4275 + .06 = ---------- $ 71,250 
Value of improvements 19,095 x (11.19) 213,750 

Total Value $285 ,000 


From the Inwood table the factor 11.19 represents a rate of 8% and an 
average remaining useful life of approximately 30 years (11.258). Therefore 
it would appear that this capitalization procedure and the rates of 6% on the 
land and 8% on the improvements closely approximate the average market price 
of apartments in the New York territory. Our experience in other cit- 


ies besides the three mentioned would indicate a more general application of ° 


the rates herein designated for unfurnished apartments. 


We appreciate that there are other capitalization procedures’ used by 
qualified appraisers which are based upon the investor's measure of VALUE and 
which would give different rates from the rates suggested herein. We do be- 
lieve that the approach suggested allows the appraiser to estimate VALUE for 
unfurnished apartments without variation in the rate because of the location, 
environment, age and other influences affecting the usefulness of the proper- 
ty. 


In the following table an attempt has been made to weigh each of the 
four elements composing foregoing capitalization rates on the land and im- 
provements of 6% and 8% respectively of unfurnished apartments. It is real- 
ized that this breakdown has no factual basis upon which to make an accurate 
estimate. Pure interest has been estimated at 2% although it may be slightly 
greater or less than this level according to the selection made of govern- 
ment obligations. The weighting given the other three elements represents 
merely our judgement. For this reason the error may be great and only approx- 
imations have been attempted. 


APARTMENT CAPITALIZATION RATES 





Land Improvements 
Pure Interest 2.0 2.0 
Risk 2.0 4.0 
Liquidity 1.5 Aad 
Investment Supervision 6.5 0.5 
6.0 8.0 


Total Rate 


G: 73. fé 


A. B. Kissack, M.¥.I. 


80 








APPRAISAL BULLETIN 


PUBLISHED IN THE INTERESTS OF REAL ESTATE ANALYST SUBSCRIBERS BY 


REAL ESTATE ANALYSTS, INC. 


Fut state | rn typraisers aud ew oe 


Copyright 1949, by REAL ESTATE ANALYSTS, Inc. — Saint Louis _ 








Roy Wenzlick 

















MORTGAGE INTEREST RATES 


T is quite evident that mortgage financing is a strong factor in creating 
Jestective demand and in contributing to the sale of real properties, Al- 
though we have no factual data as to the number of sales actually made with- 
out the aid of financing in relation to total sales, it is generally recog- 
nized that without the aid of mortgage loans, demand would be less effective, 
sales would decline and real estate markets would be slim with further lower- 


ing of the liquidity and narrowing the ownership of real properties. This is 
evident from the very nature of demand which, to be effective, requires the 
presence of two elements: (1) desire, and (2) ability to gratify desire. 


Sales effort stimulates desire and mortgage financing contributes to the abil- 
ity to gratify. 


From the 1940 census it is noted that of the 11,413,259 nonfarm, owner- 
occupied structures containing one to four family units in the United States 
on that date, about 55% were free of mortgage. About 85% of these structures 
were of the single-family type and evidently the properties in this group have 
varying ages. The fact that the majority of these properties were then unen- 
cumbered does not necessarily indicate that they were built or purchased with- 


out the aid of mortgage financing, but more likely that the original loans 
were paid off. 


A mortgage is a conveyance of property, coupled with specified condi- 
tions, which can be nullified by their performance by the mortgagor. The con- 
ditions of the mortgage or its pattern include such items as the amount and 
period of the loan, the amounts and times of the amortization of the loan and 
the rate and time of payment of interest. The mortgage pattern for each type 
of property is established at such times, terms and conditions that the prop- 
erty can be readily financed in the mortgage market, and that sales so fi- 
nanced are the equivalent of all cash sales. 


Mortgage interest rates are influenced by the same four elements which 
influence the rate of returns on all investments, including capitalization 
rates, which were briefly discussed in Bulletin 15. Naturally, the VALUE of 
the property for which a loan is proposed forms the underlying measure or base 
of the mortgage pattern. The determination of VALUE in a sound and competent 
manner is of primary importance to the mortgagee. An opinion of VALUE by an 
appraiser without his accompanying analysis of how he formed and checked his 
conclusion does not give the mortgagee a complete enough picture of the pres- 
ent and future usefulness of the property to formulate a proper mortgage pat- 
tern. Especially with investment properties where the present and future use- 
fulness of the property is directly measurable, in net income and remaining 
useful life, such information and the capitalization process are of the utmost 
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importance to the mortgagee. 


The mortgage pattern adopted in each instance should be on the basis that 
the property itself represents the sole security for the loan. Such added se- 
curity indicated by the responsibility of the mortgagor, deficiency judgment, 
etc., should not be a factor in forming the mortgage pattern. Naturally ,with 
those properties whose use is not reflected directly in money income, such as 
the single-family residence, the credit rating of the mortgagor is important 
in determining the ability of the mortgagor to meet the mortgage payments, 
just as the net income of investment properties is the determining factor. 
Good credit rating of the mortgagor should not be a factor in increasing the 
amount of loan, as the mortgagee is not acting as a commercial banker but must 
depend upon the property alone for the mortgage security.. 


The risk element is the most important influence in mortgage interest 
rates. Three factors are determinants of risk: (1) the loan-VALUE ratio; .(2) 
the period of the loan; and (3) the rate of amortization of loan. The loan- 
VALUE ratio represents that portion of VALUE which the mortgagee agrees to 
loan toethe mortgagor under certain times, terms and conditions specified in 
the mortgage. The larger the loan-VALUE ratio the greater the risk the mort- 
gagee assumes, all other factors remaining the same. This is self-evident be- 
cause as the loan-VALUE increases the interest rate should increase and would 
reach the over-all capitalization rate when the loan-VALUE ratio reaches 100%. 
This is illustrated in Bulletin 15 on capitalization rates, which indicates 
that with unfurnished elevator apartments in New York City, the investor pur- 
chases on the basis of a return of 13.75% before depreciation on the forty per 
cent equity, while the interest on the sixty per cent mortgage loan is 43%. 
This interest rate would increase when the per cent of loan increases and the 
mortgagee assumes more and more of the risk in the equity until the percentage 
reaches 100% or the equivalent of the purchase of the property when a compos- 
ite rate of 7.5% is obtained. 


The second and third elements of risk concern the period of the loan and 
the rate at which the principal shall be repaid. The shorter, unamortized 
loans of former days are now being supplemented with longer loans regularly a- 
mortized. Amortization is sound in that it follows the natural and expected 
decline in the VALUE of the property from deterioration and obsolescence. The 
failure to require the loan to be amortized upon the assumption that the ap- 
preciation of land value would more than offset the depreciation in the value 
of the improvements, even when the assumption may appear warranted by past ex- 
pepience, is not in accord with conservative and sound lending policy. Amorti- 
zation of the loan lowers the risk and is good insurance of the capital in- 
vested. This is well recognized by the lending institutions who, on account 
of their fiduciary status in lending other people's money, take every precau- 
tion to safeguard the capital entrusted to them. 


It is believed that the period of the loan should be about 50% of the re- 
maining useful life of the property as estimated by the appraiser and substan- 
tiated by the mortgagee. All of the loan should be amortized in the period of 
the loan. It may be that on account of the cyclic position at the time of the 
loan or of some circumstances surrounding leases, etc., the mortgagee may re- 
quire different rates of amortization during the loan period. 


Today when there is a large flood of money seeking investments, consider- 
able pressure is placed on the appraiser, especially by some loan correspond- 
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ents, to make optimistic appraisal reports. It has been called to our atten- 
tion that some appraisers are asked to make contingent appraisals by sacrific- 
ing a large part of the appraisal fee in case the loan transaction is not com- 
pleted. This pressure is generally present when there is keen competition for 
loans. It is flavored with the policy of the heyday twenties when the value 
of the property was established to suit the amount of loan desired. It is un- 
necessary for the appraiser to know the amount of loan applied for in making 


his appraisal and the loan-VALUE ratio is purely the business of the mortgagee 
and not the concern of the appraiser. 


Government insured loans of high loan-VALUE ratios and low interest 
rates, amortized over a long period of years, were adopted to stimulate new 
construction at a time when the construction industry was at alow level. 
They accomplished their purpose in stimulating new construction by increasing 
demand at a time when additions to the supply were not needed, thereby creat- 
ing distress in existing residential properties. The guarantee in FHA loans 
removes much of the risk and permits low interest rates on certain types of 
residential properties. The real security for FHA loans is not the real es- 
tate but the government guarantee; they are bought and sold by institutions 
not on account of the property and its location but upon the basis that the 
only risk involved would be to change the mortgage into FHA debentures. FHA 
mortgages can be compared to a note made by a maker with doubtful security but 
with a financially strong endorser. In our opinion, the rate of interest on 
FHA loans is too high in comparison with the amount of risk involved. 


While the supposed emergency for which FHA was created is past, it is 
quite probable that the policy of underwriting high risk mortgages will be 
continued in the post-war period to provide social gains to special groups of 
property owners. However, while most FHA loans were on new small dwellings, 
built in the environs of most metropolitan cities and were a strong decentral- 
izing influence -because they competed unfairly with existing properties in the 
inner city, it may develop that it will be necessary to curtail FHA loans on 
such properties in the post-war period because of their unfair competition 
with the proposed redevelopment of the inner city which the government is now 
advocating. 


Purchase money mortgages generally provide the means to consummate a 
trial sale for the convenience of the owner who acts as mortgagee and for 
speculation on the part of the purchaser. Having exceptionally high loan- 
VALUE ratios varying from 90% to 120%, with relatively low interest rates and 
low amortization payments, such mortgages are not the equivalent of cash, are 
individually negotiated and are purely speculative in character. 


The small chart on page 84 gives the interest rates of mortgages on un- 
furnished apartments for different loan-VALUE ratios. A sixty per cent loan- 
VALUE ratio with interest at 43% and with the full loan to be amortized in the 
period of the loan of 15 years is the loan pattern at which unfurnished apart- 
ments can be readily financed in most metropolitan cities. The 100% rate rep- 
resents the composite rate of 6% on the land and 8% on the improvements, with 
a land-improvement value ratio of 1 to 3. A ten per cent loan has been as- 
sumed at 2.6%. The curve of gross rate has been drawn through these three 
points, which in our opinion represents a reasonably close approximation. 


Without sufficient data, we have attempted to weigh the four elements 
which compose mortgage interest rates. Perhaps it would be more prudent to 
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MORTGAGE INTEREST RATES 
UNFURNISHED APARTMENTS , 


OVERALL RATE 
BEFORE DEPRECIATION 


COMPOSITE RATE 7.596 


CAPITALIZATION RATE LAND 6.0% 
CAPITALIZATION RATE IMPROVEMENTS 8.0% 
RATIO-LAND TO IMPROVEMENTS 3 


INTEREST 


RATE OF 


LIQUIDITY 


PURE INTEREST 





30 40 50 60 70 100 Y 
LOAN —-VALUE RATIO 


indicate merely pure interest and represent the remainder as the combined in- 
fluence of risk, extent of liquidity and investment supervision. It should be 


realized the breakdown given is merely an opinion without factual data to sup- 
port it. 


For the duration it is believed that the mortgage interest rates should 
continue at the present relatively low level. Interest rates on direct and 
guaranteed obligations of the government have reduced nearly a quarter of a 
per cent from a year ago to 1.964%. Demand for real estate mortgage loans has 
been declining during the past year while the present large volume of money 
seeking mortgage investments continues. However, the probable large demand 
for risk capital and the probability of some inflation in the post-war period 
should tend to stiffen mortgage interest rates. 


A. B. Kissack, M.¥.I. 
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THE EFFICACY OF APPRAISAL PROCEDURE 


There is much criticism of appraisal practice by 
INCONSISTENT OPINIONS many persons engaged or interested in real estate. 
We have received several inquiries whether modern 
theoretical techniques have been able to produce more consistent results than 
pre-depression practices. There are many who doubt the efficacy of appraisal 
theory in general and claim one man's guess is as’ good as another's, Cer- 
tainly, appraisers have fostered the implications that appraising is a sort of 
a racket and any opinion of value can be secured for the asking. These impli- 
cations arise from the wide variation in the appraised values of a particular 
property which are publicly revealed when appraising for legal purposes. Our 
courts express wonder and concern, juries are baffled and confused with the 
excessive range in the testimony of so-called experts and attorneys in litiga- 
tions involving real estate values experience little difficulty in securing 
qualified appraisers to support with their testimony the widely divergent 
claims of both sides of any case. 


Unfortunately, these wide ranges in opinions are not confined to proper- 
ties in litigation but are quite common in appraising for non-legal purposes. 
We have seen the high value almost 70% above the low value appraised by ap- 
parently qualified appraisers when the sole purpose of each was to reach a 
sound conclusion. Realizing the high purpose and sincerity of the vast major- 
ity in the appraisal profession and appreciating the gains already made in ap- 
praisal knowledge and procedure, it is perhaps not untimely to attempt’ to 
point out some of the weaknesses in modern appraisal practice, which in our 


opinion are basic causes and apparently contribute to unreasonable variations 
in opinions. 


Appraising is a technical art and can never be an exact science; it in- 
volves the mental measure of the economic significance of real properties in 
our existing economy caused by the actions and transactions of man. The only 
evidence of this economic significance is prices revealed in the actual mar- 
kets of production, of use and of exchange of real properties. All theories, 
procedures and processes must be merely measures and guides in helping the ap- 
praiser to reach sound conclusions of this economic significance. 


Naturally the soundness and reasonableness of any 

APPRAISER 'S QUALIFICATIONS mental measure depends upon the qualifications of 

the appraiser in temperament and aptitude as well 

as in knowledge, intelligence, training, judgment and experience. Perhaps the 
most common cause of divergent opinions are those appraisers who are unsuited 
in aptitude and temperament. Usually such persons are unable to apply a neu- 
tral and judicial attitude or to assume a disinterested and detached view- 
point. They find it difficult to analyze from cause to effect and are easily 
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swayed in their opinions by the result desired and become the partisan or ad- 
vocate. Generally they are strongly influenced in their opinions of value by 
the claims of the side for which they testify, by the amount of loan desired 
or for some other result. The advocate type of appraiser is much more detri- 
mental to the reputation of the appraisal profession than the occasional un- 
moral type who looks lightly upon giving an opinion when a fee is involved or 
a friend is to be accommodated or even the chronic optimist or pessimist who 
is consistently high or low. 


Perhaps no other profession requires such a broad background of knowledge 
as that of appraising. No doubt the underlying principles of such subjects as 
engineering, architecture, statistics, accounting, city planning, land devel- 
opment, etc., add greatly to the qualifications of the appraiser. He must 
have a thorough understanding of the principles of economics and of those in- 
fluences which create or destroy values. It is essential that the appraiser 
have training and experience in construction, management,brokerage and financ- 
ing of real estate, and he must be constantly in touch with the construction, 
rental and exchange markets. Regardless of the knowledge possessed, the ap- 
praiser must have the experience to apply it to appraisal problems with intel- 
ligence, judgment and common sense. The field of appraising is so large that 
the appraiser often assumes appraisal problems which his experience would not 
qualify him to undertake. This is a real cause of differences in opinions a- 
mong appraisers. 


While the basic cause of unreasonable divergence 
UNVERIFIED OPINIONS of opinions can be placed on lack of qualifica- 
tions of appraisers, some of the blame must be 
placed upon the measures and guides used by the appraiser in reaching his con- 
clusions. It is not a help to clear thinking when terms defined in the Ter- 
minology Manual run contrary to customary usage and are not subject to a sin- 
gle interpretation. It leads to confusion and misunderstanding to define Val- 
ue as an "ought to be" price and to state that Market Value is a warranted and 
justified price in some markets where buyers and sellers act with intelli- 
gence, knowledge and willingness but that when a sale is involved or inferred, 
Value and Market Value are synonymous. Market Value becomes an "ought to be" 
market price and does not mean the price which would result from a voluntary 
sale in an actual market of exchange if the property were exposed for sale. 


Intelligence, knowledge and willingness are relative qualities and are 
subject to many interpretations by appraisers with varying degrees of intelli- 
gence, knowledge and willingness. Many theory-minded appraisers who assume 
they possess these qualities to a high degree follow their valuation process 
in great detail and arrive at a result by entirely ignoring actual market con- 
ditions. The capitalization process which is considered the principal ap- 
proach to Value of income properties, illustrates the many steps in which the 
appraiser must estimate many items and for which he must exercise his opinion 
or estimate without any factual data to guide him. 


Gross rental income, which is the price of full use of the property to be 
appraised, can be capitalized direct but the rate used must include the fol- 
lowing estimates: (1) an allowance for vacancy and other income loss during 
the remaining future life; (2) the property expenses, including reserves for 
non-recurring items; (3) the probable future patterns of net income; (4)the 
period in which the investment should be returned; (5) the rate of return on 
the investment; and (6) the completion of the capitalization process. If net 
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income is capitalized direct, the capitalization rate used must include esti- 
mates of the last four steps. Modern appraisal theory includes estimates for 
all six of these steps. While some items in step 2 are actual costs such as 
taxes and insurance, we have witnessed differences in estimates of property 
expenses as much as 20%. The goal of the Capitalization process is a capital- 
ized sum which represents the Value of the property as an investment. It is 
our belief that one of the principal causes of divergent results is the fact 
that this goal is often reached by capitalization theory without bench marks 
or controls determined from the realism of actual markets. 


If the appraiser neglects to use Maximum Value to sight on in one direc- 
tion and Market Value determined from open market sales in the other direction 
the appraiser will never know where he is and is like the navigator who sails 


blind without any checks on his various courses and without instruments to 
find out where he has arrived. 


We do not believe that Maximum Value is merely the highest level above 
which Value cannot go; it is also a bench mark from which depreciation is mea- 
sured, and if the Value determined from capitalization shows a difference from 
Maximum Value which is unreasonable in relation to the amount of depreciation 
estimated from observation and other calculations, some doubt is raised as to 


the soundness of Value so determined. The other bench mark is Market Value 
estimated from actual open market sales of comparable properties. Open market 
sales are realistic and positive evidence of Value. When Value is determined 


by capitalizing net income, which is the return from use, such capitalized sum 
represents the Value from use or the Value of the property as an investment. 
It is indeed foolish not to measure and compare such capitalized sum with the 
attitude of investors in actual markets. In our opinion it is a fallacy to 
state that Value as an investment is based upon the premises of intelligence, 
knowledge and willingness of buyers and sellers and that the appraiser has the 
ability or knowledge to disregard investor's attitude because in the apprais- 
er's opinion investors in the market lack these qualities. 


The investor's attitude in markets with a balanced demand-to-supply rela- 
tionship when costs, rents and prices are in proper relationship can be the 
only basis on which appraisal theory and capitalization rates can be deter- 
mined by the appraiser. In such markets, Value from capitalized income and 
the estimated Market Value from market sales of comparable properties are e- 
qual in amount. The danger of all theoretical appraisal techniques is that 
the appraiser assumes for himself some super intelligence and knowledge and 
differs with the investor's attitude under such market conditions. 


Any difference which the appraiser determines between his estimates of 
Value and actual Market Value cannot be lightly ignored because of supposed 
vagaries of the market or lack of intelligence, knowledge, etc., but such va- 
riations must be verified and substantiated by studies of existing market con- 
ditions. It is well known that in different cycle periods the relationship of 
demand to supply becomes unbalanced and that costs, rents and prices become 
out of balance. While unbalanced markets create influences which tend to 
bring them back into balance, real estate markets respond much slower’ than 
markets for all other types of goods. In periods of shortage, prices become 
out of balance with costs and rents, markets become extremely active and pric- 
es are generally above values. New properties sell at prices above their Max- 
imum Values. Such market conditions create excesses which are followed by pe- 
riods of liquidation when prices drop below values. Markets become listless 
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and new properties, if built, would sell below their Maximum Values. The ex- 
tent of the excesses determines the extent of the following liquidations. It 
is only on very rare occasions that land booms similar to the tragedy in Flor- 
ida occur. In such cases when hysteria and chaos rule, 


there is no measurable 
relationship between prices and values. 


When the attitude of purchasers in the market is for purposes other than 
the investment involved, such as for speculation or for income tax savings, 
etc., prices may become out of balance with costs and rents for the moment. 
It is a fallacy to assume that the speculator violates the premise of intelli- 
gence, knowledge and willingness because often the speculator takes less risk 
than the conservative investor and in addition to intelligence and knowledge, 
often possesses business prudence and judgment. 


It is the appraiser's function to know when unbalanced market conditions 
exist, to know the cause of the unbalance and to estimate the variation of 
Market Value above or below the Value determined from reproduction cost or 
from capitalized income. The appraiser substantiates his estimates of Value 
with the other two key Values (Maximum Value and Market Value, see Bulletin 1) 
which are determined from actual markets of construction and exchange. 


Fundamentally, appraising comprises the expression of opinions formed 
from observation and estimates of many tangible and intangible influences and 
it is almost certain that there will be decided differences in opinions. The 
extent of variations depends primarily upon the qualifications of the apprais- 
er and secondarily on the soundness of his’ theories of Value and the judgment 


used in their applications to specific properties. There are many engaged in 
the practice of appraising who lack the qualifications to reach sound and con- 
sistent conclusions. Even among those appraisers who possess the qualifica- 
tions of aptitude, knowledge, judgment, training and experience, there will be 
found considerable spread in opinions. It is believed that among competent 
and qualified appraisers a spread not exceeding 15% between the high and the 
low values appraised would not be considered unreasonable; however, from our 


observations and experience this range would appear optimistic. 


“4.73 Avene h 


A. B. Kissack, MZA.I. 
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ACTUAL AND THEORETICAL FUTURE PATTERNS 


UTURE patterns of rents and net income of investment properties and the 
f retes of future depreciation of all types of improved properties present 

constant problems to the appraiser. The probable future behavior of real 
estate is of vital importance not only to the appraiser but to all who are in- 
terested in real estate. Owners and prospective investors are basically in- 
terested in the future use of real properties. The future behavior of values 
is all-important to the mortgagee because the risk element involved depends 
greatly on this future behavior. 


Appraisers generally are inclined to base future patterns of net income 


solely on the basis of the natural decline in value from depreciation. Those 
factors of a physical, functional and economic nature which affect the proper- 
a ty and its environment and cause a permanent loss in value control our think- 


ing in establishing future patterns of depreciation. Although we have no fac- 
tual data concerning the useful lives of properties or the rates at which fu- 
ture depreciation will occur, it is evident that the decline in usefulness and 
values from depreciation is certain and that the end of usefulness will come 
as sure as death and taxes. 


The reasons for our inability to gather reliable data of future deprecia- 
tion of different types of properties are that costs and prices and the values 
estimated therefrom are influenced by factors other than depreciation. A 
study of past experience reveals that costs, rents and prices are influenced 
to a greater extent by shortages and surpluses and by changes in the value of 
the monetary medium than by the destructive influences of depreciation. 
This is illustrated by the chart on page 91 in which we have estimated the 
maximum value of a standard frame house, the cost of which in St. Louis is 
given by years from 1913 to date in Appraisal Bulletin #1. 


We have assumed that this residence is built on a lot with a constant 
value of $1,500 (50 feet @ $30.00) during this same period. The maximum value 
of this house determined by adding this value of the land to the cost of the 
house for each year is shown by the full line on the chart. We have found the 
value of the property for each year by deducting from the maximum value for 
that year the depreciation accrued at the conventional rate of 2% per year. 
On this basis it is possible to estimate the "value" of the standard house for 
e each year after it was built. If it were assumed that this identical house 
had been built in 1915, 1920, 1924 and 1932, the lines A, B, C and D respec- 
tively would indicate its "value" for each year after those dates. 


Lines Al, Bl, Cl and Dl represent the pattern used by the appraiser (2% 
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annual straight line depreciation) who assumes depreciation to be the sole in- 


fluence affecting value and ignores those other influences affecting prices 
and values. 


It is of interest to note the wide variation between the actual values of 
the house built in 1915 with the values based upon the conventional straight 
line depreciation of 2% as shown by the lines A and Al. In every year of the 
28 years following 1915, the actual value was above the straight line pattern, 
rising 56% above the 1915 value in 1920. This house which had a value of 
$5,340 in 1915 had a value 27 years later of $5,040 and suffered only a slight 
loss in value. On the other hand, the house built in 1920 had an actual value 
(B) which was below the values based upon the conventional 2%@ straight line 
depreciation (Bl) in every year from 1920 to 1942. In fact, the standard 
house built in 1920 ata price of $9,180 had a value of $4,905 in 1932 and 
suffered a loss in value of 55% in this 12-year period. 


It will be noted that the house built in 1924 (C and Cl) shows the same 
extreme depreciation experienced as’ the house built in 1920 and also that the 
house built in 1933 (D and Dl) shows similar favorable conditions to the house 
built in 1915. It is evident that these extreme fluctuations in values result 
from periods of shortage and surplus and in large part from inflationary and 
deflationary influences caused by changes in the value of the dollar. If the 
value of the dollar declines, its purchasing power diminishes and prices rise, 
or when it rises in value, its purchasing power increases and prices fall. 


The value of the dollar or its purchasing power is measured by an index 
of wholesale commodity prices including over 800 items, weighted as they occur 
in our economy. This index is prepared and published currently by the Bureau 
of Labor Statistics. The value of the dollar rises and falls according to (1) 
the amount of "usable money," which includes currency in circulation and bank 
deposits; (2) the velocity of its use or the rate of turnover; and (3) the re- 
lation of money to work which has to be done. During the middle twenties the 
value of the dollar was about 70% of the 1913 level; by 1932 its value had 
risen to 107.5% of the 1913 level and in 1942 and 1943 it had again dropped to 
71% and 68% respectively of the 1913 level. 


Today the "usable money" per capita is about 25% above the highest amount 
available during the twenties in 1928; although the present velocity or rate 
of turnover is much less than in the twenties, there exist today potentiali- 
ties for further and perhaps serious inflation unless government controls can 
be made more effective. 


We have found that the maximum values of investment properties are quite 
similar in their variations to the maximum values of the standard frame house 
shown on the chart. Likewise, rents which are the price of use reflect short- 
ages and surpluses and changes in the value of the dollar. In our opinion the 
period in the cycle plays an all-important part in the future pattern for the 
return of the investment in any appraisal process. The standard house built 
in 1924 declined 40% in value by 1932, a loss in total value of 5% per year, 
or depreciation of the improvements of almost 6% per year. A like decline in 
the value of an apartment property appraised from the high rents existing in 
1924 took place during the period from 1924 to 1932. The pattern of future 
depreciation or return of the invéstment should be entirely different for 
properties appraised in such years as 1920 or 1924 than in years such as 1915 
and 1933. In our opinion the appraiser cannot adopt patterns of future rents 
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or some theoretical basis of return of the investment which ignores the time 
at which the appraisal is made and the economic condition then existing. Some 
appraisers state that existing net income of unfurnished apartments will be 
maintained until mid-life and then decline until the property loses its use- 
fulness, This is not substantiated by the facts of the past thirty-five 


years. There are some who claim that it is impossible to estimate the up- 
heavals resulting from wars and therefore it is necessary to adopt convention- 
al patterns in our appraisal processes. However, values during the past 


twenty-seven years resulted from a post-war economy and today another war is 
in progress, costing ten times the cost of World War I, which will bring per- 
haps greater upheavals in our economy in the future. Modern appraising will 
prove meaningless if the appraiser’is unable to protect the interests of both 
investor and mortgagee under conditions similar to those which existed in 
1924. While appraising contemplates a spot value of a certain date, Value 
must represent the present worth of future returns which can be reasonably ex- 
pected to result from every controlling influence. Actual future patterns in- 
stead of idealistic patterns are of vital concern to the mortgagee. 


We have long held the opinion that the cyclic position and the probable 
actual future pattern at the time of making loans are of primary importance in 
mortgage lending. Upon actual future patterns of values depend mortgage pat- 
terns. A long-term, high percentage loan with small amortization would have 
been warranted in 1915 and 1933, while a short-term, low percentage loan with 


high amortization rates would have been necessary in 1920 and 1924. It is 
certain that FHA 90% loans would be unsound if made under conditions similar 
to those existing in 1924. It is understood that administration expense now 


takes about 50% of the insurance premiums and that the insurance reserve is 
about 13% of the insured liability. Under conditions similar to those exist- 
ing tn 1924 such a reserve would prove entirely inadequate. The 90% govern- 
ment insured loan for 40 years with interest at 33% advocated for the small 
home in the post-war period would prove unsound and an unwarranted subsidy 
which would tend to destroy values in existing residential properties. It 


should be opposed by those leaders whose interests are the conservation of 
real estate values. 


From the table below, which gives’ the value of the dollar from 1913 to 
1943 as measured by wholesale prices, it is apparent why the violent changes 
in the value of money which occurred during the past thirty years can warp and 
make meaningless any uniform pattern of the future behavior of real estate. 


VALUE OF THE DOLLAR -- 1913=100 
As Measured by Wholesale Prices 


1913 - 100.0 1924 - 71.5 1935 - 87.5 
1914 -~ 97.0 1925 - 67.6 1936 - 86.5 
1915 - 95.2 1926 - 69.9 1937 - 81.0 
1916 - 81.6 1927 - 73.5 1938 ~ 89.0 
1917 - 59.5 1928 - 72.4 1939 - 90.9 
1918 ~ 53.4 1929 - 73.5 1940 - 89.0 
2939 = 50.5 1930 - 81.0 1941 -~ 80.0 
1920 ~ 45.2 1931 - 95.4 1942 ~ .71.2 
agen = Fi.5 1932 - 107.5 1943 -~ 67.8 
1982 . 72.4 1933 - 106.0 

1923 - 69.4 1934 - 93.5 4.73.4 
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